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H.R. 698, THE INDUSTRIAL BANK
HOLDING COMPANY ACT OF 2007

Wednesday, April 25, 2007

U.S. HOUSE OF REPRESENTATIVES,
COMMITTEE ON FINANCIAL SERVICES,
Washington, D.C.

The committee met, pursuant to notice, at 10:08 a.m., in room
2128, Rayburn House Office Building, Hon. Barney Frank [chair-
man of the committee] presiding.

Present: Representatives Frank, Waters, Maloney, Watt, Sher-
man, Meeks, Moore of Kansas, Baca, Scott, Green, Cleaver, Davis
of Tennessee, Sires, Ellison, Klein, Wilson, Perlmutter, Donnelly,
Marshall; Bachus, Castle, Royce, Gillmor, Manzullo, Feeney,
Hensarling, Brown-Waite, Barrett, Pearce, Neugebauer, and
Bachmann.

Also present: Representative Matheson.

The CHAIRMAN. The hearing will come to order. The Committee
on Financial Services meets today to consider legislation dealing
with the Industrial Bank Holding Company Act, which was filed by
myself and the ranking minority member of the Committee on Fi-
nancial Services, the gentleman from Ohio, Mr. Gillmor. It deals
with the question of whether or not the entity known as the Indus-
trial Loan Corporation ought to be expanded or maintained at its
current level.

I begin by saying that there’s been a debate about the ILCs. It
does seem to me that those who profess to be strong supporters of
the Industrial Loan Corporation form ought to be the ones initi-
ating legislation. That is, if you genuinely believe that the ILCs are
an important financial institution, how does anyone justify limiting
them so that only six States can charter them? I know of no other
generally approved entity which can only be chartered by six
States.

So I understand people who think ILCs are a wonderful thing
and would therefore like to have them freely chartered. I under-
stand those of us who think that we should restrict them. It is hard
for me to understand a rational argument for the status quo in
which we have this entity that exists in only a few States. Why
would anyone do that?

Let me put it this way. It is inconceivable to me that anyone
starting from scratch in a situation would say, “Okay, here’s a nice
institution we ought to have; we’re going to call it an industrial
loan corporation, and let’s pick six States that are allowed to char-
ter it.” I don’t know how you would pick the six States. I assume
a dartboard would be an essential part of that decisionmaking
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process. In other words we have what is the result of a historical
accident, and it seems that we go one way or the other.

There are also people who argue that we have had the ILCs for
this considerable period and there has not been any problem. Well,
those of us who support this legislation generally agree with that
because we are trying to preserve the status quo. Nothing that is
being proposed would undo the current situation with regard to
ILCs that exist.

Indeed, we had previously been told by the State of Utah where
they are important, and I note the presence of our colleague from
Utah, a former member of this committee, whose disagreement
with us was sufficiently strong to cause him to return. And he has
been a very able advocate of the interests of his State. But I do
note that the last information we had was that over 90 percent of
the ILC assets in the State of Utah would be unaffected by our leg-
islation because they would meet the test of 85 percent financial.

But I do return to the point that we have an anomaly. I can un-
derstand going forward, I can understand going backward, but I do
not see how anyone public policy can justify staying where we are.

Now what we find is—and people said, “Why are you dealing
with this now if they haven’t caused problems?” But what we are
confronted with is people who have decided to significantly expand
this entity, including major commercial organizations.

Again, I understand the argument from those who say that the
distinction between commercial and banking activities is an artifi-
cial one, that it should fall. But if you believe that, then where’s
the language to repeal the restriction? Again, why this halfway, to
put it in a way that will meet the rules of propriety, approach to
a situation? What again is the justification for maintaining the
general principle of a separation between banking and commerce
and allowing this one narrow exception?

We, I hope, will go forward. We are trying again not to disturb
the status quo. We have had some conversations with a kind of a
border area involving securities, border in the sense, these are fi-
nancial institutions and we will be—we have been working and
having conversations and I want to thank—Chairwoman Bair is
here and she has, on this as in so many other issues, been ex-
tremely helpful.

We are trying to work out the various regulatory approaches that
should go forward. I do want to say that this has been one of the
rare occasions in my memory when the Federal Reserve has been
very flexible, and I hope that this is a pattern that we will see
going forward.

But I think we have a very reasonable approach in the legisla-
tion. Obviously we are prepared to listen. And with that, I will rec-
ognize the ranking member.

Mr. BacHus. I thank Chairman Frank for holding this hearing
on H.R. 698, which is the Industrial Bank Holding Company Act
of 2007. This legislation would enhance regulatory supervision of
our ILCs, grandfather existing ILCs, and at the same time, pro-
hibit commercial firms in the future from acquiring ILC charters.

At the outset, I want to commend the chairman and the gen-
tleman from Ohio, Mr. Gillmor, who both worked tirelessly over the
past several years to craft legislation on this complex issue.
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Today’s hearing will hopefully help us to better understand ILCs
and the regulatory framework that surrounds the ILC charter. As
ILCs have grown in size, number, and complexity, several super-
visory and policy questions have arisen, including whether current
regulatory structure for overseeing ILCs is adequate.

Insured ILCs are subject to State banking supervision and FDIC
oversight as State, non-member banks. Nonetheless, owners of
ILCs do not have to be bank holding companies subject to the Fed-
eral Reserve’s consolidated supervisory authority.

In the absence of Federal Reserve’s supervision of ILC holding
companies, the FDIC has employed what some call a bank-centric
supervisory approach that primarily focuses on isolating the in-
sured institution from potential risk posed by holding companies
and affiliates, rather than assessing these potential risks system-
atically across the consolidated holding company structure. Some
have suggested that this regulatory regime does not provide suffi-
cient protection against the potential risk that parent companies
a?d Iéon-banking affiliates may pose to the safety and soundness
of ILCs.

Another matter of concern about ILCs is the extent to which they
can mix banking and commerce through the holding company
structure. An exemption in current banking law permits any type
of company, including a commercial firm, to acquire an ILC in a
handful of States. For some, this is the crux of the issue.

Certainly the separation of banking and commerce will be dis-
cussed in today’s hearing. There is also likely to be a debate over
the fairness of excluding some commercial firms from owning or
controlling ILCs when other similarly situated commercial entities
already own them.

Once again, I want to thank Chairman Frank and Ranking Mem-
ber Gillmor for their work on this important issue, and look for-
ward to hearing from our witnesses today on their views on the leg-
islation before us.

The CHAIRMAN. I will now recognize for 5 minutes one of our
members who has been most active in this, the gentleman from
Georgia, Mr. Marshall. And I will exercise my option to go to 15
minutes. The gentleman from Alabama may, if he wishes to, as
well. So Mr. Marshall is recognized for 5 minutes.

Mr. MARSHALL. Thank you, Mr. Chairman. I don’t believe T'll
need 5 minutes. I appreciate the Chair recognizing me, and giving
me an opportunity to say a few words on this particular subject.

It’s kind of interesting. The first major problem we had in this
country with mixing business and commerce resulted in legislation
back in 1838 in New York and Georgia. Georgia actually took the
lead in 1838 in forcing the separation of banking and commerce.

We’ve had other instances during our Nation’s history where we
inadvisably mixed the two. I shudder to think what kind of con-
sequences we might have had had we not had those kinds of rules
and we saw the collapses of entities like WorldCom, Enron, etc.

It just seems to me that we are in a very poor position to under-
stand all of the complexities of the typical business operation in to-
day’s world and appreciate fully the risks associated with mixing
those complex business operations with banking. It’s tough enough
for us just to regulate our banks without mixing—attempting to ad-
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ditionally understand all the complexities associated with some of
our current financial operations.

That said, clearly we have to grandfather, and it seems to me
that the grandfathering provisions we should consider wouldn’t
simply stop at those ILCs that have been authorized thus far, but
might consider those ILC applications that have been submitted in
reliance upon the performance of the board with regard to granting
ILCs because there are a number of entities that have legitimately
gone out and relied upon the expectation that their ILC application
will be approved, to their detriment if in fact this legislation is suc-
cessful, and the cutoff is actually acquiring an ILC before the legis-
lation is approved.

I do think that no further ILCs should be approved pending our
consideration of this legislation. And then TI'll simply add that
there’s a parallel here, it seems to me, between this issue and the
question of whether or not banks should own real estate companies
and other ventures that banks are sometimes interested in.

It seems to me that the banking industry, which is interested in
not having commerce compete with banks through ILCs, should ac-
knowledge that in fact banks should not be competing with com-
merce through business ventures like real estate, etc.

And I think perhaps, Mr. Chairman, if the chairman will move
in that direction, it’s something that we ought to consider. I appre-
ciate the opportunity to say a few words, and I yield back, Mr.
Chairman.

The CHAIRMAN. I now am pleased to recognize the coauthor of
this bill, the ranking Republican on the Financial Institutions and
Consumer Credit Subcommittee, the gentleman from Ohio, Mr.
Gillmor, for 5 minutes.

Mr. GILLMOR. Thank you very much, Mr. Chairman, and let me
also say that I have appreciated the opportunity over the past
three Congresses to work with you on this issue.

We have been successful in the House; our amendment has
passed two Congresses in a row. It didn’t make it through the Sen-
ate, but I think that probably the third time is the charm, and I
think we may get a different result in the Senate this time and get
legislation to the President’s desk.

I also want to commend Chairman Bair and the rest of the FDIC
Board for their work on this issue. I want to thank all of our bank
regulators for recognizing that the issue of the future of ILCs is a
question that Congress should address. It is good and effective reg-
ulation that’s the first line of defense in protecting the safety and
soundness of our financial systems.

The principle here is real simple; it’s the separation of banking
and commerce. And financial systems which have not followed that
principle have had a number of problems and, in fact, have had a
number of crises because of it.

The United States codified this principle after the problems in
the 1920’s and the Great Depression. Over the last several decades,
loopholes and exemptions in bank law have gradually been closed.
In 1999, during consideration of Gramm-Leach-Bliley, Congress
eliminated the unitary thrift loophole, and now it’s time to close
the ILC exception, which allows for full service banking by com-
mercial firms.
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This is a kind of historical accident, and frankly it wasn’t much
of a problem when there were only a few out there in existence, but
what has happened is that a number of commercial and industrial
firms have discovered this loophole, are applying for charters, and
are going to try to drive a train right through the loophole unless
Congress acts responsibly to close that loophole.

The bill that we’ve introduced, H.R. 698, would bolster the au-
thority of the FDIC, limit the business activities of certain ILCs al-
ready in existence, and most importantly establish a cutoff date for
new, commercially owned ILCs. Today we have approximately 120
cosponsors on the bill, and it’s my hope that this bipartisan legisla-
tion will receive consideration in the committee in the near future
and on the House Floor shortly thereafter.

And Mr. Chairman, I would ask that the following materials be
submitted for the record: H.R. 698 support letters written by the
Realtors, by the ICBA, by ACB, and by the ABA. Also, submitted
testimony by former Congressman Tom Bliley on behalf of the
Sound Banking Coalition, and a letter of support from the Coali-
tion. And I would also ask unanimous consent to enter into the
record a March 2007 GAO report which details suggestions for col-
laboration among the consolidated regulators.

[The GAO report referenced above (GAO-07-154) is available
from the Government Accountability Office—www.gao.gov.]

The CHAIRMAN. Without objection, it is so ordered.

And now, on the unanimous consent—because I mentioned be-
fore, we’ve been joined here at the podium by a former colleague,
our colleague from Utah, and he does represent a State where
these are very important, so I would ask unanimous consent that
the gentleman from Utah be allowed to participate in the hearing
today.

I thank the ranking member. It is important that we get the di-
versity of views.

I will now recognize the chairwoman of the Financial Institutions
and Consumer Credit Subcommittee, but I also want to explain. In
about 5 minutes, I will be going around the corner to testify on the
issue of fishing safety. The City of New Bedford, which I represent,
is the leading fishing port in the country and we’ve had some safe-
ty issues. So I will be abstaining myself for a few minutes, but I
will be back. We do appreciate—and I mentioned some of the regu-
lators, Mr. Reich, it is very helpful to us to have had the coopera-
tion of all the regulators in this as we have worked together on this
operation, and we appreciate that, and the SEC as well.

The gentlewoman from New York is now recognized for 5 min-
utes.

Mrs. MALONEY. Thank you, Mr. Chairman. I appreciate your
holding this hearing to discuss a bill that you and Mr. Gillmor
have worked so hard on, and I join Mr. Gillmor in hoping that the
third time is a charm. As he mentioned, there is a strong cross-sec-
tion of support for this bill.

And in the bill, this committee has struggled to balance the need
for the financial services that ILCs can provide with the primary
imperative to preserve the safety and soundness of the banking
system. This bill, in my view, has largely succeeded in doing that.
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I am particularly sensitive to this issue since the savings and
loan crisis, the bailout of the savings and loans crisis, was really
the first issue that I voted on when I came to Congress, so I am
keenly attuned to safety and soundness issues, and I hope we won’t
confront that again.

For the past year, the debate over ILCs has been largely shaped
by the application of big commercial concerns and major auto com-
panies—their push to own ILCs. Many members felt that these
large companies were exploiting a loophole in Federal banking laws
to merge commerce and banking, a combination that traditionally
has been tightly restricted in the United States.

Last year, the Government Accountability Office issued a report
specifically addressing these type of applications, saying that allow-
ing commercial firms to own ILCs would “pose unnecessary risk,”
to the Federal Government’s deposit insurance funds. Though the
FDIC does have authority over insured ILCs, the GAO concluded
that the fact that this authority does not explicitly extend to ILC
holding companies, and therefore is less extensive than the author-
ity that the consolidated supervisors have over banks and thrift
holding companies, means that from a regulatory standpoint these
ILCs, in their opinion, pose more risk of loss to the bank insurance
fund than other insured depository institutions operating in a hold-
ing company.

In the wake of the GAO report, the Federal Reserve, including
former Federal Reserve System Chairman Alan Greenspan and
current Chairman Ben Bernanke, call for changes that would ex-
tend the regulations that apply to banks and bank holding compa-
nies to the ILCs and the companies that own them.

The need for new legislation arises in large part because of the
change in the ILC industry over the past 20 years. ILCs were cre-
ated in 1910 as limited purpose institutions to allow workers for
big companies to get credit when they couldn’t otherwise get loans.
But according to the GAO report, ILC assets grew more than 3,900
percent between 1987 and 2006 to more than $155 billion, up from
$3.8 billion.

ILCs also changed their character from small, community-based
entities to large, company-based ones. From 1987 to 2006, the num-
ber of ILCs actually declined 42 percent, dropping to 61 from 106.
As of March 2006, 9 of the country’s ILCs were among the 271 fi-
nancial institutions in the United States that hold more than $3
billion in assets. Six ILCs own more than 80 percent of the assets
in the ILC industry with more than $125 billion in assets and $68
billion in FDIC-insured deposits.

Large ILCs divide between those that are owned by financial
companies, subject to functional regulation by the SEC, such as
Merrill and Morgan Stanley, and those that are owned by commer-
cial firms, such as Target and GE. The bill very sensibly treats
them differently and includes limits on activities to non-grand-
fathered entities to make sure that this distinction is preserved. I
support this distinction but only to the extent that it is squared off
soundly with safety and soundness, which is first on the agenda for
this committee.
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I look forward to the testimony. I see that Sheila Bair is back
before us again; we have kept her very busy in this Congress. I
look forward to all of the testimony. Thank you.

Mr. Scort. [presiding] Thank you. The gentleman from Cali-
fornia, Mr. Royce, is recognized for 3 minutes.

Mr. RoycE. Thank you, Mr. Chairman. Thank you very much for
holding this hearing as well, and I want to thank our witnesses
today for their testimony.

It has been mentioned that ILCs have been in existence in this
country for, oh, I guess, about a hundred years. And it’s very, very
recently, I think, that the charter has garnered a great deal of at-
tention. I encourage an open and honest debate on this, but I be-
lieve some of the criticisms of ILCs are misguided.

The amount of regulatory authority over the relationship be-
tween the ILC and their parent company continues to be a point
of criticism for those who are opposed to the existence of ILCs, and
some have expressed concern that an ILC might be used to sub-
sidize a parent’s cost to capital. Others have suggested that the
ILC regulatory structure, in their view, is deficient because some
ILC parents are not subject to supervision at the holding company
level.

Well, just the beginning point I'd like to lay out is that industrial
loan companies are regulated in a similar manner to all other fed-
erally insured depository institutions. They are subject to the same
minimum capital standards, and subject to the same prompt cor-
rective action provisions as every other bank we oversee in this
committee. They must adhere to sections 23A and 23B of the Fed-
eral Ifieserve Act, just as all other FDIC-insured depository institu-
tions do.

And as you know, these two provisions in the Federal Reserve
Act subject all ILCs to very strict rules when it comes to relation-
ships with any of their affiliates. Just to go down the rules very
quickly: an ILC’s total covered transactions with any affiliate can-
not exceed 10 percent of the bank’s capital; the ILC’s total covered
transaction with all affiliates combined cannot exceed 20 percent of
the bank’s capital; and with few limited exceptions, covered trans-
actions must be fully secured with qualifying capital, and an ILC
cannot purchase a low qualifying asset from an affiliate.

In addition, an ILC must deal with an affiliate on market or
arm’s length’s term. It cannot, as a fiduciary, purchase securities
or other assets from an affiliate unless permitted by statute or
court order and the ILC cannot purchase securities while an affil-
iate is a principal underwriter for those securities. Neither the ILC
nor its affiliate may purchase any advertisement or make any
agreement stating or suggesting that the ILC shall in any way be
liable for the obligations of the affiliate.

So that’s the law. That’s the current law. And in closing, the bill
put forth today does nothing more than shield incumbent banking
institutions, in my view, from competition. While I welcome the
discussion on the fate of future industrial loan companies, I am
concerned this bill could have some unintended consequences,
which could have adverse impacts on the financial services indus-
try and the economy as a whole. Industrial loan companies have
proven their ability to create more competition in the industries,
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resulting in better prices and services for consumers in this coun-
try.

Mr. Chairman, thank you again for holding this hearing, and I
look forward to hearing from our witnesses.

Mr. ScorT. Thank you. The gentlelady from California, Ms. Wa-
ters.

Ms. WATERS. Thank you very much. Good morning ladies and
gentlemen. I want to thank Chairman Frank and Ranking Member
Bachus for holding today’s hearing on H.R. 698, the Industrial
Bank Holding Company Act of 2007.

Industrial loan companies, that is ILCs, state-chartered, FDIC-
insured banks, were first established early in the 20th century to
make small loans to industrial workers. Today’s ILCs, which are
supervised to some extent by the FDIC as well as by the chartering
State, have grown dramatically in number and size and scope of ac-
tivity. From 1997 to 2006, the assets held by Utah ILCs increased
nearly 500 percent, from $25 billion to $150 billion, and the depos-
its held by Utah ILCs increased by more than 800 percent, from
$11.9 billion to $107 billion.

A special exemption in current law, however, permits any type
of company, including a commercial or retail firm to acquire an ILC
in a handful of States, principally Utah, California, and Nevada,
and to avoid the activity restrictions and supervisory requirements
imposed on bank holding companies under the Federal Bank Hold-
ing Company Act.

ILCs were mostly small, local institutions that had limited de-
posit taking and lending powers until 1997 when Utah changed
this law to permit Utah-chartered ILCs to call themselves banks
and exercise the same powers as state-chartered commercial banks,
resulting in the stampede of ILCs. Thus, Utah-chartered ILCs now
may engage in any type of lending activity. The ILC charter is also
a way for companies to avoid the activity restrictions and consoli-
dated supervisory capital, managerial, and community reinvest-
ment act requirements imposed on bank holding companies under
the Bank Holding Act.

CRA has been an effective tool to require banks to make invest-
ments in low- and moderate-income communities. So should ILCs
be subject to CRA? In 1997, the number of Utah ILCs had tripled
and now there are more than 30 ILCs chartered in Utah, including
a number that are owned by commercial companies such as Gen-
eral Electric, BMW, Pitney Bowes, and Sears. Home Depot is seek-
ing to acquire an existing ILC.

The largest ILC at the time of the exemption adopted in 1987
had assets of less than $400 million. The largest ILC today has
more than $62 billion in assets and $54 billion in deposits, making
it the 12th largest insured bank in the United States by deposits.

Importantly, the ILC exemption does not limit the chartering of
new ILCs. Utah and other States that are grandfathered by the ex-
emption may continue to grant new ILC charters without limit.

Congress maintains the separation of banking and commerce and
reaffirmed this policy in the Gramm-Leach-Bliley Act of 1999,
when it closed the unitary thrift loophole and authorized banks to
affiliate only with companies that are generally engaged in finan-
cial activities.
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Congress determined in the GLB Act that with regard to finan-
cial affiliations, a bank holding company could only affiliate with
a full service securities or insurance firm if the bank holding com-
pany held all its subsidiary depository institutions well-capitalized
and well-managed in its subsidiary depository institutions, main-
tain at least a satisfactory CRA rating.

The ILC exception disadvantages bank holding companies and
undermines these requirements by allowing some financial firms to
operate federally insured ILCs without meeting these require-
ments. The parent companies of exempt ILCs are not subject to
consolidated supervision under the Bank Holding Company Act.
For this reason, the GAO concluded that ILCs may pose a greater
risk to the deposit insurance funds than banks operating within
the bank holding company structure.

Since 1956, consolidated supervision has been a fundamental
component of bank supervision in the United States. It provides
the board with both the ability to understand the financial strength
and risk of the overall organization and the authority to address
significant management, operational capital, and other deficiencies
within the overall organization before these deficiencies pose a dan-
ger to a subsidiary bank in the Federal safety net.

The FDIC itself has acknowledged that it does not have the same
supervisory, capital, and enforcement authority with respect to the
holding companies of an ILC that the Board has with respect to
bank holding companies. The ILC exemption also allows foreign
banks to enter the banking business in the United States without
meeting the requirements in the Bank Holding Company Act that
the bank be subject to comprehensive consolidated supervision in
its home country.

I believe this loophole must also be addressed. Therefore, I am
pleased to hear from our witnesses today on ILCs, and I yield back
the balance of my time.

Mr. ScoTT. Thank you, Ms. Waters. We'll get right to the wit-
nesses. Just one point I wanted to mention, BMW and Target have
ILCs and I think that brings up 2 questions that might be signifi-
cant here this morning. Number one, how do we tell the average
American why Ford and Home Depot should not be able to have
what these other companies have? And number two, what studies
have been done or what evidence or information do we have that
BMW or Target are threatening to destroy our system of banking?

So with those questions, we’ll get right to our witnesses. We'll
start with Chairman Sheila Bair of the Federal Deposit Insurance
Corporation. Thank you.

STATEMENT OF THE HONORABLE SHEILA C. BAIR, CHAIRMAN,
FEDERAL DEPOSIT INSURANCE CORPORATION

Ms. BAIR. Thank you very much. Members of the committee, I
appreciate the opportunity to testify on behalf of the Federal De-
posit Insurance Corporation concerning Industrial Loan Compa-
nies. The FDIC strongly supports efforts to provide statutory guid-
ance on the key issues regarding the ILC charter, especially the
issue of commercial ownership.

Many of the issues surrounding ILC ownership involve important
public policy considerations that are best left to Congress for reso-
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lution. This hearing and congressional discussions regarding pos-
sible legislative solutions are encouraging developments that hope-
fully will lead to the resolution of key ILC-related issues by the end
of the year.

ILCs have existed for almost 100 years, and for most of that time
they operated similar to finance companies, providing loans to
wage earners who could not otherwise obtain credit. ILCs have
proven to be a strong, responsible part of our Nation’s banking sys-
tem and have offered innovative approaches to banking. Many have
contributed significantly to community reinvestment and develop-
ment. For example, a nonprofit community development corpora-
tion operates an ILC designed for the express purpose of serving
the credit needs of people in east Los Angeles. Other ILCs serve
customers who have not traditionally been served by other types of
financial institutions such as providing credit for truck drivers to
buy fuel far from home. The record to date demonstrates that the
overall industry has operated in a safe and sound manner and that
the FDIC has been a vigilant, responsible supervisor of that indus-
try.

ILCs represent a very small part of the overall banking industry,
composing less than 1 percent of the almost 8,700 insured deposi-
tory institutions in this country, and only 1.8 percent of the assets.
Of the 58 existing ILCs, 43 are either widely held or controlled by
a parent company whose business is primarily financial in nature.
These ILCs represent approximately 85 percent of ILC assets and
89 percent of ILC deposits. The remaining 15 ILCs are associated
with parent companies that may be considered non-financial.

There has been significant growth in the ILC industry since the
passage of CEBA in 1987 when the industry had $4.2 billion in as-
sets. Over the years, total ILC industry assets have grown to
$212.9 billion. Most of the growth has occurred since 1996 and has
been concentrated in a small number of financial services firms.

In addition to the growth in the ILC industry, the character of
ILCs has been changing. In the current business environment,
many ILCs tend to be more complex and differ substantially from
their original consumer lending focus. In many instances these
ILCs serve a particular lending, funding, or processing function
within a larger organization or directly support one or more affili-
ate’s commercial activities.

Under this kind of ownership model, consolidated supervision
may not be present and the current supervisory infrastructure may
not provide sufficient safeguards to address safety and soundness
issues and risks to the Deposit Insurance Fund.

To address these developing concerns, the FDIC has taken a
number of actions regarding ILCs since this committee’s last hear-
ing on the topic. In July 2006, the FDIC Board of Directors adopted
a 6-month moratorium on all applications for deposit insurance and
change in control notices for ILCs.

During this pause in processing ILC applications, the FDIC
sought public comment on 12 specific questions that focused on de-
velopments in the industry, the supervisory framework, and the
issues surrounding commercial ownership. In response, the FDIC
received more than 12,600 comment letters.
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The 6-month moratorium allowed the FDIC to evaluate public
and industry comments, assess developments in the industry, and
consider how to best supply the Corporation’s statutory powers for
oversight of these charters. It is clear that the most significant con-
cern regarding ILCs is their ownership by companies engaged in
non-financial activities.

Based on the FDIC’s analysis, the FDIC Board recently voted to
extend the moratorium for an additional year. Under the extended
moratorium, the FDIC will not take any action on any application
for deposit insurance or any change in control notice for any ILC
that would be controlled by a company primarily engaged in com-
mercial activities.

Although commercially owned ILCs have not resulted in serious
problems to date, the FDIC will continue to closely monitor existing
ILCs that currently are controlled by commercial companies in
light of the concerns that have been expressed.

The moratorium extension does not apply to ILCs that would be
controlled by a company engaged only in financial activities or that
would not be part of a holding company structure.

In addition to providing the FDIC with time to examine the ap-
propriate supervisory structure for the changing ILC industry, ex-
tending the moratorium provides additional time for Congress to
consider legislation. Although the FDIC is not endorsing any par-
ticular legislative approach, H.R. 698 does provide a workable
framework for the supervision of ILC holding companies.

In closing, ILCs have a good safety and soundness record to date
and have proven to be a strong, responsible part of our Nation’s
banking system. Yet the types and number of ILC applications
have evolved in recent years and these changes do pose potential
risks that deserve further study and raise important public policy
issues.

The FDIC has a responsibility to consider applications under ex-
isting statutory criteria and make decisions. While it is appropriate
to proceed cautiously, the FDIC cannot defer action on these mat-
ters indefinitely.

The current statutory exemption providing for the ILC charter is
quite broad. By providing clear parameters to the scope of the char-
ter, Congress can eliminate much of the uncertainty and con-
troversy surrounding it. Resolving these issues will enhance the
value of the ILC charter going forward.

The FDIC looks forward to working with Congress in the coming
months as you work to bring these matters to closure. This con-
cludes my statements, and I will be happy to answer any questions
the committee might have.

Thank you, Mr. Chairman.

[The prepared statement of Chairman Bair can be found on page
52 of the appendix.]

Mr. Scort. Thank you. Thank you very much. Now we’ll hear
from Mr. Donald Kohn, Vice Chairman of the Board of Governors
of the Federal Reserve System.
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STATEMENT OF DONALD L. KOHN, VICE CHAIRMAN, BOARD
OF GOVERNORS OF THE FEDERAL RESERVE SYSTEM

Mr. KoHN. Thank you. I am pleased to be here today to provide
the Federal Reserve Board’s views on Industrial Loan Companies
and H.R. 698. The Board commends the committee for considering
the important public policy issues raised by the special exemption
for ILCs.

ILCs are state-chartered and federally insured banks that have
virtually all the powers and privileges of other insured banks. They
operate under a special exception to the Federal Bank Holding
Company Act that allows any type of company to acquire an ILC
and avoid the restrictions Congress has established to separate
banking and commerce. The exception also creates a special safety
and soundness risk by allowing a company or foreign bank that is
not subject to supervision on a consolidated or group-wide basis to
acquire an insured bank.

By its nature, the exception creates an unlevel playing field that
gives a growing number of firms a competitive edge over other com-
munity-based, regional, or diversified organizations that own an in-
sured bank. When the special exception was adopted in 1987, most
ILCs were small, locally owned institutions with limited powers.
The size and activities of ILCs, however, have expanded signifi-
cantly in recent years. Today many are controlled by large, inter-
nationally active firms.

Importantly, there is no limit on the number of ILCs that a
handful of grandfathered States may charter or on the size that
these institutions may attain. If left unchecked, the growth of ILCs
threatens to undermine the policies that Congress has established
governing the separation of banking and commerce and the proper
f)upirvisory framework for companies that own a federally insured

ank.

That is why we believe congressional action is needed. Only Con-
gress can address the full range of issues created by the ILC excep-
tion in a comprehensive and equitable manner. H.R. 698 takes an
important step by granting the FDIC new consolidated supervisory
authority for the corporate owners of ILCs that are not already su-
pervised by a Federal agency.

H.R. 698, however, would not fully address the other important
regulatory and competitive issues raised by the exception. For ex-
ample, the bill would allow additional firms to acquire an ILC and
derive up to 15 percent of their revenues from commercial activi-
ties.

This commercial basket is sizeable and at odds with the decisions
made by Congress in the Gramm-Leach-Bliley Act to maintain the
separation of banking and commerce. The Board believes that Con-
gress should consider carefully the costs and benefits of changing
the Nation’s policies concerning the mixing of banking and com-
merce in a comprehensive way rather than to allow this policy to
be eroded through the exploitation of a loophole.

H.R. 698, as introduced, also would allow the owners of ILCs to
avoid the CRA, capital, and managerial requirements that apply to
financial holding companies, and it would allow foreign banks that
are not subject to consolidated supervision in their home country
to acquire an FDIC-insured ILC.
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These advantages granted, ILC owners would perpetuate com-
petitive imbalances, provide incentives for firms to continue to ex-
ploit the exception, and undermine the prudential framework es-
tablished for all other domestic and foreign firms that own an in-
sured bank. The Board believes the best way to address these
issues is to close the ILC loophole going forward. This approach
recognizes the simple fact that ILCs are insured banks. It would
prohibit additional firms engaged in commercial activities from ac-
quiring ILCs, and would require that any new financial owner of
an ILC operate under the same activity restrictions and regulatory
framework that apply to bank holding companies.

For reasons of fairness, the Board also supports grandfathering
those firms that currently own an ILC, subject to appropriate re-
strictions. This mirrors the approach that Congress took in 1970,
1987, and 1999, when earlier banking loopholes were used in unin-
tended and potentially damaging ways.

Thank you for the opportunity to testify on behalf of the Board.
We would be pleased to continue to work with the committee in de-
veloping and improving legislation that addresses the very impor-
tant public policy issues raised by the ILC exception.

[The prepared statement of Mr. Kohn can be found on page 121
of the appendix.]

Mr. Scort. Thank you very much, Mr. Kohn. Now we will hear
from the Hon. John Reich, who is the Director of the Office of
Thrift Supervision.

STATEMENT OF THE HONORABLE JOHN M. REICH, DIRECTOR,
OFFICE OF THRIFT SUPERVISION

Mr. REicH. Thank you. Good morning, Mr. Chairman, Ranking
Member Bachus, and members of the committee. I appreciate the
opportunity to testify on H.R. 698, introduced by Chairman Frank
and Mr. Gillmor to address the activities, ownership, and control
of Industrial Loan Companies. I applaud your leadership and the
work of other members of the committee who cosponsored this leg-
islation.

H.R. 698 addresses several pending policy issues with respect to
the key areas of the permissible activities and oversight of compa-
nies that own or control or seek to acquire or control an ILC. For
our part, at the Office of Thrift Supervision, we appreciate the rec-
ognition in H.R. 698 of the important and continuing role that the
OTS has in our oversight and supervision of several of the largest
companies that currently own and control ILCs.

OTS has statutory authority for the consolidated supervision of
General Electric, Merrill Lynch, Morgan Stanley, Lehman Broth-
ers, American Express, USAA, Bell Financial, and General Motors.
The eight ILCs within these OTS-regulated savings and loan hold-
ing company structures control about two-thirds of the ILC assets
in the country as of December 31, 2006.

Functional regulation and consolidated regulatory oversight have
been important considerations by the committee. H.R. 698 main-
tains a clear focus on the enterprise-wide safety and soundness of
holding companies that own or control institutions with access to
the Federal safety net.
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The bill also is sensitive to the potential exposure of the Federal
safety net by a company that owns or controls an ILC by focusing
on the interrelationships within an ILC holding company and how
the ILC is integrated within the structure. Effective oversight of
holding companies requires adequate regulatory controls to monitor
and intervene when necessary without unduly interfering with the
ongoing business operation and activities of an enterprise. It’s a
balance, requiring judgement based on expertise in a wide range of
areas.

As detailed in my written statement, the OTS focuses and tailors
its holding company supervision based on the complexity of the
structure and the level of risk inherent in the holding company en-
terprise. Comprehensive holding company supervision is a com-
bination of ongoing offsite monitoring, targeted reviews of key busi-
nesses or functions, and regular onsite examinations.

This approach permits OTS to understand the business and its
inherent risks as well as the affiliations and the transactions of the
enterprise. It also enables us to assess the potential impact of the
broader economy, the insured depository institution, and the poten-
tial exposure to the Federal safety net.

As currently drafted, H.R. 698 preserves OTS’s statutory over-
sight of savings and loan holding companies that own or control
ILCs, promotes functional regulation while promoting consolidated
regulatory oversight and it maintains a risk-based focus on compa-
nies owning or controlling institutions with access to the Federal
safety net. For these reasons, we support H.R. 698 as introduced
by Chairman Frank, Congressman Gillmor, and other sponsors on
the committee.

Thank you, and I'll be happy to take questions.

[The prepared statement of Director Reich can be found on page
183 of the appendix.]

The CHAIRMAN. Thank you, and next we have Mr. Robert Colby,
who is the Deputy Director of the Division of Market Regulation of
the SEC. Mr. Colby, thank you. Please go ahead.

STATEMENT OF ROBERT COLBY, DEPUTY DIRECTOR, MARKET
REGULATION, SECURITIES AND EXCHANGE COMMISSION

Mr. CoLBY. Thank you. I'm very pleased to have the opportunity
this morning to describe the Securities and Exchange Commission’s
program for supervising U.S. securities firms on a consolidated
basis and how this provides protection to all regulated entities in
the consolidated group including industrial loan companies that are
the topic of this morning’s hearing.

And I appreciate the discussions we’ve had with Chairman Frank
and his staff about possible amendments to H.R. 698 that would
avoid subjecting U.S. securities firms already supervised by the
Commission under comprehensive and effective program to a sec-
ond and duplicative consolidated supervision regime.

The Commission currently supervises five of the major U.S. secu-
rities firms on a consolidated or group-wide basis. For such firms,
referred to as Consolidated Supervised Entities, or CSEs, the Com-
mission oversees not only the U.S.-registered broker dealer, but
also the holding company and all affiliates on a consolidated basis.
These affiliates also include other regulated entities such as foreign
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registered broker dealers and banks as well as unregulated entities
such as derivatives dealers.

Four of the CSEs, Goldman Sachs, Lehman Brothers, Merrill
Lynch, and Morgan Stanley own ILCs that account for 1.1-, .7-, 7.2-
, and 1.2 percent of their consolidated assets respectively. Three of
the firms, Lehman Brothers, Merrill Lynch, and Morgan Stanley
also own thrifts that account for 3.8-, 1.7-, and less than one one-
hundredth of one percent of their consolidated assets respectively.

The CSE program provides consolidated supervision to invest-
ment bank holding companies that’s designed to be broadly con-
sistent with the Federal Reserve oversight of bank holding compa-
nies. This prudential program is crafted to allow the Commission
to monitor for and act quickly in response to financial or oper-
ational weakness in a CSE holding company or its unregulated af-
filiates that might place regulated entities, including U.S. and for-
eign registered investment banks and broker dealers or the broader
financial system at risk.

When a CSE firm has a regulated entity in the consolidated
group that is subject to oversight by another functional regulator,
the Commission defers to that functional regulator as the super-
visor of the regulated affiliate. We also share relevant information
concerning the holding company with our fellow regulators both do-
mestically and internationally. The Commission’s CSE program has
been recognized as equivalent to that of other internationally recog-
nized supervisors, including the U.S. Federal Reserve, for purposes
of the European Union’s Financial Conglomerate Directive.

While maintaining broad consistency with the Federal Reserve
holding company oversight, the CSE program is tailored to reflect
two fundamental differences between investment bank and com-
mercial bank holding companies. First, the CSE program reflects
the reliance of securities firms on market-to-market accounting as
a critical risk and governance control. Second, the design of the
CSE program reflects the critical importance of maintaining ade-
quate liquidity in all market environments for holding companies
that do not have access to the external liquidity provider.

The Commission’s concern regarding the need for group-wide risk
monitoring, which developed over the course of a number of years
beginning with the Drexel Burnham liquidation in 1990, was par-
alleled by the European Union’s Financial Conglomerate Directive,
which essentially requires non-EU financial institutions doing busi-
ness in Europe to be supervised on a consolidated basis.

In response, in 2004, the Commission crafted a new, comprehen-
sive consolidated supervision program that was intended to protect
all regulated entities within a group, including broker-dealers. The
rule restricted CSE eligibility to groups with large and well-capital-
ized broker-dealers. The Commission believed that it could only su-
pervise on a consolidated basis those firms engaged primarily in se-
curities business and not holding companies that are affiliated with
the broker-dealer as an incident to their primary business activi-
ties. To this end, the rule effectively requires that the principal
broker-dealer have a tentative net capital of at least $5 billion.

The CSE program has five principal components. First, CSE
holding companies are required to maintain and document a sys-
tem of internal controls that must be approved by the Commission
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at the time of initial application. Second, before approval, and on
an ongoing basis, the Commission examines the implementation of
these controls. Third, CSEs are monitored continuously for finan-
cial or operational weakness that might put at risk regulated enti-
ties within the group or the broader financial system. Fourth, CSEs
are required to compute a capital adequacy measure at the holding
company level that’s consistent with the Basel standard. Finally,
CSEs are required to maintain significant pools of liquidity at the
holding company where these are available for use in any regulated
or unregulated entity within the group without regulatory restric-
tion.

I'd like to point out that these five principal components are im-
plemented in conjunction with the authority to protect regulated
entities within the groups. When potential weaknesses are identi-
fied, the Commission has broad discretion under our rules to re-
spond. For example, the Commission could mandate changes to a
firm’s risk management policies and procedures, effectively require
an increase in the amount of regulatory capital maintained at the
holding company, or require an expansion of the pool of highly lig-
uid assets held at the parent.

These powers are not theoretical abstractions. All three of these
steps have been taken at various CSEs over the past 2 years.

This program of consolidated supervision reduces the likelihood
that weakness within the holding company or an unregulated affil-
iate will place a regulated entity including the ILC or the broader
financial system at risk. My written testimony describes in greater
detail the means by which we monitor the financial operational
condition of the holding company.

In conclusion, while we generally support the goals of H.R. 698,
the bill as introduced would subject the CSEs that are already
highly regulated under the Commission’s consolidated supervised
program to an additional level of duplicative and burdensome hold-
ing company oversight. We believe the bill should be amended to
recognize the demonstrated ability of the Commission to com-
prehensively supervise the consolidated groups that are over-
whelmingly in the securities business, especially given the height-
ened focus on these issues in an area of increased global competi-
tiveness.

Because the Commission has established a successful consoli-
dated supervision program based on its unique expertise in over-
seeing securities firms, the CSE should be carved out of this legis-
lation in the same way as the holding companies supervised by the
Federal Reserve and OTS.

Thank you again for the opportunity to speak on behalf of the
Commission.

[The prepared statement of Mr. Colby can be found on page 71
of the appendix.]

The CHAIRMAN. Thank you, Mr. Colby. And finally I want to
again welcome Commissioner Leary from the Department of Finan-
cial Institutions, State of Utah. He has been very accommodating
in appearing before the committee and helping us in our delibera-
tions. Commissioner, thank you, and please proceed.
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STATEMENT OF G. EDWARD LEARY, COMMISSIONER,
DEPARTMENT OF FINANCIAL INSTITUTIONS, STATE OF UTAH

Mr. LEARY. Good morning. Thank you, Chairman Frank, Rank-
ing Member Bachus, and members of the committee. Thank you for
the opportunity to share Utah’s view on H.R. 698, the Industrial
Bank Holding Company Act of 2007.

I am Edward Leary, commissioner of financial institutions for
the State of Utah. I have been involved with banking for 33 years,
first as a community banker, then 15 years in various bank exam-
iner positions with the Utah department and for the last 15 years
as its commissioner.

The Utah Department of Financial Institutions views H.R. 698
as unnecessary and an effort to restrict and restrain state-char-
tered industrial banking without a valid safety and soundness con-
cern or a crisis. Utah believes there is good supervision and good
regulatory model over the industry without a question of the com-
petency of the regulators in that there has not been an industrial
bank failure warranting this change in public policy.

I believe that I am here today because of the success of that reg-
ulatory model, not its failure. Utah, in partnership with the FDIC,
has built a regulatory model to which the financial services market
has reacted favorably.

This regulatory model is not a system of lax regulation and su-
pervision or inadequate enforcement. Utah industrial banks are
safe, sound, and appropriately regulated by both the State which
charters them, and the FDIC, which is the relevant Federal regu-
lator and deposit insurance provider.

I am told the articulated threat which warrants passage of this
bill is a potential threat of misuse of the charter by holding compa-
nies which are non-financially oriented. This bill seeks to remove
a potential threat even before the threat has materialized or mani-
fests itself.

We should be clear. We are talking about an industry today that
constitutes 1.8 percent of banking assets. This is not a systemic cri-
sis that threatens banking.

An analysis of the numbers as of December 31, 2006, developed
by Utah, indicates that we hold 88 percent of all industrial bank
assets. Based upon our knowledge of the holding companies, we es-
timate that 86 percent of Utah industrial bank assets would be
considered held by financial entities, constituting 22 companies,
and 14 percent by non-financial entities, constituting 9 companies.

Our analysis is that 7 of Utah’s industrial banks, representing
approximately 80 percent of our assets are subject to consolidated
Federal agency supervision at the holding company level. The Fed-
eral agencies we considered are: one, the Federal Reserve, with ju-
risdiction over our 2nd largest bank; the OTS, with jurisdiction
over our largest, 3rd, and 4th largest banks; and the SEC, with ju-
risdiction over our 6th largest bank.

The record of the last 18 months is that no de novo industrial
bank charter was approved by the FDIC from November 4, 2005,
until March 20, 2007. H.R. 698 will dismantle a Utah industrial
banking industry of 31 charters and a regulatory structure that
has matured over 20 years with a record of safe, sound operations
to forestall one entity from being granted a charter.
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This bill, with its provisions that are designed to block any and
all conceivable ways in which a retailer may employ an industrial
bank charter today or in the future are disappointingly anti-com-
petitive and anti-consumer. The targeted large retailer withdrew
its application with the application having never been accepted by
the Utah department.

H.R. 698 provisions are being justified under the text of pre-
serving the prohibition against the merging of banking and com-
merce. The broad brush strokes of this bill include as collateral
damage large financial arms of entities which have been in the fi-
nancial arena for decades, such as Daimler Chrysler and Ford.

The former submitted an application for an industrial bank char-
ter in May of 2005, which was approved by my State a year ago.
Now, under the provisions of this bill, we will not be allowed to
proceed. This is a disappointing outcome when other auto lenders
have a bank charter.

The supporters of 698 present the bill as a compromise piece of
legislation. I am challenged to determine how this bill is a com-
promise when industrial banks do not receive additional powers or
authorities or have any of the current restrictions lifted, let alone
given the right to issue commercial mal accounts as has previously
been passed by this committee.

As a State regulator, what is most disappointing to observe is
that while this committee is aggressively moving H.R. 698, a bill
which restricts and limits the one segment of state-chartered bank-
ing that could be identified as innovative and creative, Congress
has not taken seriously the threat to State banking of the broad,
Federal preemption of State laws by the Comptroller’s office. Many
State commissioners believe that without congressional interven-
tion, the diminishing assets under State charter will eventually
render the State banking system irrelevant.

In conclusion, the industrial banking industry represents 1.8 per-
cent of total banking assets. This is not an industry which threat-
ens the safety and soundness of banking. The regulatory model is
not a parallel bank regulatory system in that 80 percent of Utah
assets are subject to Federal agency oversight at the holding com-
pany level.

Thank you for allowing me the opportunity to express my
thoughts and for your willingness to listen to a State regulator.

[The prepared statement of Mr. Leary can be found on page 149
of the appendix.]

The CHAIRMAN. I'm going to begin with that. Your suggestion
that we don’t pay attention to State regulators is really unfounded,
and I vigorously disagree with your assertion that we are ignoring
the implications for federalism of the preemption decision.

Many of us in this committee last year were quite active in op-
posing that. When party control changed, frankly, and some of us
had the opportunity to do something about it, we held off because
of the pendency of the Wachovia decision. And, frankly, contrary to
the suggestion you made implicitly, I think it would have been irre-
sponsible for us to have jumped in while the Wachovia decision was
pending, because there was a real issue there. The Supreme Court
voted 5 to 3, I think, if Justice Thomas hadn’t recused, looking at
the past, it would have been 5 to 4. Well, a 5 to 4 decision sug-
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gested there was some real uncertainty. And, no, we couldn’t act
until we knew that.

Now many of us do plan to act, and the gentlewoman from New
York and I have had several conversations about this. I don’t know
that we—I don’t think, to be honest, that we’re in a position to
have the votes to overturn that. We do plan to ask the Comptroller
and the Office of Thrift Supervision, who are the ones who now
have preempted, to tell us what they plan to do with regard to en-
forcement. And that includes trying to restore, in my judgment,
some State visitation rights. So I just want to clear up what I think
is an erroneous suggestion that we have been indifferent to that.
And as I said, we would have started on it quicker, but we waited
for Wachovia. We have had these conversations.

Second, I just want to ask you, would you favor legislation that
removed the restriction on the granting of ILC charters to only
those six States that were grandfathered?

Mr. LEARY. I have been asked in numerous forums, Mr. Chair-
man, how I address that issue that only six, I believe the exemp-
tion granted in—

The CHAIRMAN. No, I just asked you—no, excuse me, Mr. Leary.
Excuse me. History isn’t the fact here. I'm asking you as a matter
of public policy if you would support our removing that restriction
and allowing every State to do it.

Mr. LEARY. I have no problem with that, provided that the safety
and soundness and the—

The CHAIRMAN. Well, I have no problem with—are you in favor—
would you support such a bill?

Mr. LEARY. I am.

The CHAIRMAN. What about the fundamental distinction between
banking and commerce that’s in Gramm-Leach-Bliley? Would you
support that? I say that because some advocates of the ILC say
really that’s a mistake to have that, to maintain that restriction.
Would you maintain it or abolish it?

Mr. LEARY. I went on record last time when I was in front of the
subcommittee saying I do not favor repeal of the Bank Holding
Company Act, no. I'm a lifelong regulator; I believe in slow, meas-
ured steps towards this system. I believe what Utah created is a
safe and sound system. I am articulating, I hope—

The CHAIRMAN. So you would maintain the distinction between
banking and commerce?

Mr. LEARY. I would work towards a system where this could be
more competitive than it currently is.

The CHAIRMAN. I don’t understand that. Would you maintain the
distinction between banking and commerce?

Mr. LEARY. I do not believe that I would.

The CHAIRMAN. So you would do away with the distinction—you
would do it more slowly than some others might. But you—

Mr. LEARY. I would do it, as I tried to say, in slow, measured
steps.

The CHAIRMAN. Okay, and I think that puts it fairly. I think
that’s a defensible and actual position with which I disagree. I do
not think it is a defensible and actual position to say that we
should maintain the distinction between banking and commerce
and allow six States to be exceptions from it. You haven’t main-
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tained that. Others have. And I do think it’s—people ought to un-
derstand the implications of what we are doing.

Let me ask Chairwoman Bair, who has a major role in this, and
whose administrative limbo we hope to—I notice that the Pope is
thinking of doing away with the kind of ambiguous category. We
should do at least the same for you.

[Laughter]

The CHAIRMAN. But one—look, the House is going to pass a bill
that I believe is fairly restrictive. I also understand that the Senate
is probably not going to pass a bill similar to ours. Indeed, there
are days, of course, when one wonders whether the Senate will
ever pass any bill at all on anything, but that’s a broader set of
questions.

If we were to go to a House-Senate conference in which some-
thing very much like the bill the gentleman from Ohio and I have
sponsored had passed the House, and a bill had passed the Senate
that allowed for some things. It’s no secret. The commissioner men-
tioned, for instance, the Daimler Chrysler and Ford situations.

There is a GM thing, and we appreciate it, and as you know,
when GM wanted to sell to Cerebus, we communicated that we
thought that was a situation that could get resolved. It’s not a se-
cret that the Senate is probably going to do, I believe something,
not quite as restrictive as—if the Senate were to pass legislation
that allowed for some continuation but with some restriction—or
let’s put it this way. If you were given the authority, not that you
asked for it, but if you were given the authority to grant sort of
limited extensions, would you have the power now to enforce that?
I guess that’s the question. That if there is—there will be two ques-
tions.

Is there a hybrid of some sort? And the gentleman from Ohio and
I want as little of that as possible. I'm not encouraging it or asking
for it, but I recognize that it may happen. If it does, it does seem
to me then the one critical question will be, what will be the en-
forcement, the capability of the FDIC to impose these restrictions
and subsequently to enforce them? Would you address that?

Ms. BAIR. The Fed and FDIC both agree that the current excep-
tion is quite broad. So for us to come in and say, certain categories
of commercial owners can have ILCs and certain categories cannot,
I don’t see how we can do that under the existing framework,
which is again where we think legislation would be very helpful.
We're not taking a position about where to draw the line, but we
think clarification would be very helpful. So, once Congress clarifies
what those parameters are, yes, we would have—or we could use
our existing enforcement authority regarding the ILC. And assum-
ing we were given holding company authorities, we would be able
to supervise them.

The CHAIRMAN. And we would do that for all of the agencies. And
I do want to say in closing, we appreciate the cooperation, frankly,
that we’ve seen from all of the agencies here. And maybe you
have—the fact that were all able to cooperate so well may to some
extent alleviate the FSA envy that appears to have run through
the American financial entities in which the lament the fact that
there are so many of you and dream of having only one.
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Since that dream is not going to come true, we are pleased that
you were able to show them an ability to cooperate in this situa-
tion.

The gentleman from Alabama.

Mr. BAcHUS. Thank you, Mr. Chairman. My first question I'll
just ask all the regulators is, I'll start with Chairman Bair maybe
and work across. Have ILCs, including those owned by commercial
firms, posed safety and soundness problems to a greater or lesser
extent than those depository institutions owned by traditional bank
holding companies?

Ms. BAIR. No. The safety and soundness record to date is very
comparable to that of other types of depository institutions. That
was acknowledged in the GAO report. I would also add that actu-
ally the commercially-owned ILCs have the better safety and
soundness record. Among commercially-owned ILCs, as well as
Utah-chartered ILCs, there has never been a failure.

Mr. BAcHUS. Okay. Anybody?

Mr. KoHN. No, sir. I don’t think that the ILCs to date have posed
an unusual safety and soundness issue. But as all of us have point-
ed out in our testimony, we're really at the cusp of a change, a
wave of change, in how the ILC charter has been used. Some of
those changes are very recent, and therefore the amount of deposits
and assets in ILCs have grown extraordinarily rapidly in the last
few years. And if something isn’t done, it’ll grow even more rapidly
in the future.

So, yes, this is about a potential problem.

Mr. BAcHUS. Okay.

Mr. KOHN. And the potential problem is the inadequate super-
vision and regulation of the companies that own ILCs.

Mr. BACHUS. All right. There’s a notion that if commercial com-
panies own ILCs, the deposit insurance fund is at risk if the com-
pany encounters financial difficulties. Is that true? And I guess as
the assets grow, it becomes—

Mr. KoHN. I think there’s a history of problems spilling from one
part of a holding company to another, even when—say, the insured
entity in the holding company has been well-regulated. There are
reputational risks. There are legal risks. Many of these ILCs and
banks, for that matter, are managed on a very closely integrated
basis with their affiliate companies.

The companies that manage depository institutions and holding
companies don’t really differentiate between the depository institu-
tion, many of them, and the other entities. The public is looking
at the consolidated entity. Therefore, it doesn’t really differentiate,
and many of the depository institutions rely on the affiliates for
many of the services they use.

So, I think there is a history of problems occurring outside the
depository that impugn and reflect on the reputation of the deposi-
tory itself. That’'s why Congress itself in 1957, 1970, 1987, and
1999 decided that consolidated regulation was the way to protect—

Mr. BacHuS. Okay. Let me—Mr. Leary, let me ask you. Has
there ever been a case when an ILC owned by a commercial firm
has had financial difficulty that affected the ILC?

Mr. LEARY. In our case, the two cases which you could cite,
which would be Conseco and Tyco, both—one case, the ultimate
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parent filed bankruptcy. In the second one, the parent had difficul-
ties in both case. The industrial bank component within that entity
in one case was sold off. In the other case, they spun it off in an
IPO and actually incurred a premium from that.

So, I would not want to represent that it was not without lots
of concerns, blood, sweat, and tears. It successfully passed the test,
and those examples are in my testimony.

Mr. BACHUS. Okay.

M?r. LEARY. May I respond to your question on commercial enti-
ties?

Mr. BACHUS. Yes.

Mr. LEARY. Because I don’t believe the lines are as solid as some
would like to believe. Two of our nine nonfinancial entities, one of
which is BMW, have already been cited. The other is Volkswagen.
Both of those, while they are perceived in the United States as
being commercial entities, have very large banking operations in
Europe. So, I believe the line is not as strict as it is.

And if I can beg your indulgence one step further, one of the oth-
ers, Transportation Alliance Bank, is the one cited, I believe by
Chairman Bair in her testimony, which has specifically targeted
long-haul truckers and the trucking industry, which they believe is
underserved by existing financial services companies. And they
have targeted that business line and tried to provide financial serv-
ices to that industry.

Mr. BAcHUS. You know, you’re talking about BMW and Volks-
wagen, I guess, are both German companies—

Mr. LEARY. Correct.

Mr. BAcHUS. So they have a strong banking regulator in their
home country. But what if it were, say, they were headquartered
in a country that didn’t have a—where they weren’t subject to con-
solig)lated supervision in their home country? Would that concern
you?

Mr. LEARY. We would require them to establish U.S. operations.
And before we’d even consider the applications, it would be strictly
reviewed. I think as we looked at, for example, UBS, we relied on
the FDIC to look at the home country supervisor and supervision
at that level, but we also required strong measures and prudential
standards when we chartered UBS Bank in Utah.

Mr. BAcHUS. I know Mr. Kohn mentioned that the ILC exception,
however, allows a foreign bank that is not subject to consolidated
supervision in its home country to evade this requirement and ac-
quire an FDIC-insured bank with broad deposit taking and lending
power. This gap in current law needs to be addressed. Would the
two of you comment on that?

Mr. KoHN. I think my testimony speaks for itself, Mr. Bachus.
Congress passed that requirement after BCCI, which was a case in
which there were regulated entities in the United States but prob-
lems overseas in a vast network of unregulated entities or inad-
equately regulated entities, that ended up spilling over into and
onto the U.S. entities.

So, just having a regulated entity in the United States, in
Congress’s view, and I agree with it, was not sufficient to protect.

Mr. BACHUS. Does this legislation set up such a protection, or
would it still be—
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Mr. KoHN. Not as currently submitted. It does not have the re-
quirement for consolidated supervision of a foreign entity.

Mr. BAcHUS. So a foreign bank in a country where it doesn’t
have consolidated supervision could obtain a—

Mr. KoHN. Could establish an ILC under the law, under the act
as proposed, bill as proposed.

Mr. BAcHUS. Okay. Thank you.

Mrs. MALONEY. [presiding] Thank you. The Chair recognizes her-
self for 5 minutes, and I raised the question with—the same ques-
tion with Chairman Frank earlier, and he says that they are work-
ing with language that would require the consolidated supervision.
So that is a positive step forward coming out of this hearing.

I heard in some of the testimony that the current regulatory
structure of the ILCs creates an uneven playing field within the
banking industry. Could you please explain this further and what
we can do to level this playing field?

Ms. BaIr. Well, I think the argument is that ILCs chartered in
the States specified in CEBA are exempt from Bank Holding Com-
pany Act regulation. I think that is at the core of the regulatory
playing field argument.

It has also been argued, especially by community banks, that it
doesn’t work both ways. The commercial entities under the ILC ex-
ception can own banks, but banks can’t do commercial activities, so
I think those are the arguments.

Mrs. MALONEY. You outlined in your testimony, Ms. Bair, the
regulatory tools for ILC parents being the same as for bank holding
companies. If that was legislated into law, would that address this
challenge?

Ms. BAIR. Yes. There are a variety of holding company regimes.
The Fed obviously is the leading bank holding company regulator.
The OTS has also long been involved in holding company super-
vision, and the SEC has recently crafted its own system of consoli-
dated supervision, so you have a variety of different approaches.

We think, as my written testimony indicates, that we would like
powers comparable to the Fed. If you're going to make us a holding
company supervisor, we think all three are certainly very good su-
pervisors, but the Fed’s authorities under the Bank Holding Com-
pany Act would be most desirable.

Mr. KoHN. Congresswoman, may I comment?

Mrs. MALONEY. Surely.

Mr. KoHN. There’s another aspect of the competitive inequality,
and that’s the mixing of banking and commerce. So even under the
bill as proposed, the ILCs would be able to have 15 percent com-
merce activities, and that is not permitted to financial holding com-
panies and bank holding companies.

So the supervision, the consolidated supervision, is an extremely
important point, clearing up the foreign bank issue is an extremely
important point, but it doesn’t go all the way to leveling the play-
ing field. And the way to level the playing field is to simply close
the loophole and make insured ILCs subject to the same regula-
tions every other insured bank is subject to.

Mrs. MALONEY. Under Gramm-Leach-Bliley, doesn’t that allow a
15 percent—
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Mr. KoHN. No, ma’am, it does not. In Gramm-Leach-Bliley, there
was a transition provision such that a financial holding company
that had commercial activities would have some time to get rid of
those commercial activities, but it must divest itself of those com-
mercial activities.

There is no commercial basket in Gramm-Leach-Bliley. And the
Federal Reserve gives banks—or financial holding companies—2
years, which can be extended for a couple of years, up to 5 years,
to divest themselves of all their commercial activities. There are no
commercial activities, except as might be incidental to a financial
activity, allowed in Gramm-Leach-Bliley. There is no 15 percent
basket there.

Mrs. MALONEY. Would you elaborate further on the risks of mix-
ing banking and commerce? You seem tremendously concerned
about this. What are the conflicts of interest that arise between the
bank and the commercial transactions of a business? Could you
elaborate further why you feel this so-called loophole should be
closed?

Mr. KouN. I think mixing banking and commerce raises a num-
ber of very difficult issues that the Congress needs to consider thor-
oughly before allowing even a limited exception to this.

There is the potential for conflicts of interest. Is the bank making
loans on more favorable terms to its affiliates—there are restric-
tions here—or to customers of its affiliates, than it would to a cus-
tomer of an unaffiliated institution? If a commercial firm owns a
bank, can competitors of that commercial firm have the same ac-
cess to credit on the same terms as the commercial firm itself?

There are issues about the potential for spreading the safety net.
Banks are special. They have deposit insurance. They have access
to the discount window. Congress has recognized that this carries
the risk that there will be a perception that they have specific pro-
tections. They have access to the safety net.

I think because, as I noted before, banks and their affiliates often
operate on a very consolidated basis, there’s a risk that when a
commercial affiliate is connected with a bank, the perception will
be that the authorities wouldn’t let problems in that commercial af-
filiate sort of cascade into the bank, that the commercial affiliate
would have a special access to the safety net.

And finally, as I think Mr. Marshall pointed out in his opening
comments, I think the consolidated regulation that we’re talking
about imposing would be much more difficult if there is a commer-
cial component to the holding company. Working with the SEC, the
thrift regulators, and insurance regulators, I think we have a bet-
ter handle on the safety and soundness of non-bank financial affili-
ates of banks.

I think this would be very, very difficult to really do effective
consolidated regulation if there is a commercial affiliate of the reg-
ulated institution.

Mrs. MALONEY. Well, this is—just very briefly, could we just go
down the line and see how people feel? Do they feel that this is—
that the 15 percent commercial activity is a challenge? Ms. Bair?

Ms. BAIR. We think the 15 percent is workable. We're being ag-
nostic about where you want to draw the line. I would say, again,
in the past, there already has been some experimentation with
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commercial ownership with the ILC charter to date. We have a
good safety and soundness record to date. It certainly would also
be within the prerogative of the committee to allow some limited
mixing using this 15 percent criterion.

In our view, it’s the committee’s decision. It’s a policy call to
make.

Mrs. MALONEY. Okay.

Mr. REICH. I would agree with Chairman Bair. It certainly is the
committee’s policy call. I think there are other examples, particu-
larly in the tax code, where 15 percent has been used sort of as a
de minimis level of unrelated income.

Mr. CoLBY. This is not an area of core expertise for the Commis-
sion. We really think it’s an area for the Congress to decide.

Mrs. MALONEY. Okay. Commissioner?

Mr. LEARY. I would endorse it, yes. I believe what we have at-
tempted to do in Utah is to very effectively work within this core
threat of having a commercial parent and allowing a basket, what-
ever the committee establishes, I think we would be very com-
fortable with.

We are currently working with General Electric, that has an
OTS bank and a Utah Industrial Bank, and I think we are working
very carefully at ensuring that safety net does not extend to the
whole GE operation, that we isolate that—those insured entities
very carefully.

Mrs. MALONEY. Okay. My time has expired. Mr. Gillmor, the co-
sponsor of the legislation.

Mr. GILLMOR. Thank you, Madam Chairwoman. A couple of ques-
tions, Commissioner Leary. You stated a number of times that the
legislation would restrict banks and would make State banking ir-
relevant.

I don’t think that’s an accurate description of the legislation. The
legislation doesn’t do anything to affect the operation of the bank.
Nothing. The only thing the legislation deals with—well, I'll ask
you. Maybe you could point out specifically what it does to restrict,
because mainly what we’re talking about is ownership at a holding
company.

Mr. LEARY. I would answer it this way, sir. In our case, we've
approved three charters that the FDIC, under its moratorium, has
not been able to successfully approve. We would not have approved
those charters if we did not believe they warrant the granting of
the charter and warrant the granting of deposit insurance from the
entities.

I believe that what we have developed is a safe and sound model.

Mr. GIiLLMOR. Well, I guess the other thing I'd like you to do,
since other state-chartered banks and other banks are subject to
these same rules, do you think those rules restrict them? I mean,
why would it only restrict ILCs?

Mr. LEARY. I would probably take a tack that I've developed in
my own logic trail over the years.

What I believe we’re doing with a number of these companies is
when they’ve been identified as commercial entity, I do not see it
much differently than the majority of my community banks that
are primarily owned by businesspeople in the community, whether
it’s the lumber operator, the gas station owner, or whatever. So,
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they bring with them a specific commercial expertise and a com-
mercial perspective. I think that’s very similar to what we’re doing
with some of these companies.

Do we want to isolate that and provide safety and soundness
mechanisms? I believe Regulation 23A and B does that, and for the
ILCs, we religiously enforce that upon them. So, my answer is, I
think there is conceptually, it’s not far to go from businesspeople
owning a community bank to an entity that is large that has a
small component which is an insured bank.

I hope I've answered your question.

Mr. GILLMOR. I think we just have a different philosophy. For ex-
ample, when you said that restricting commercial ownership of
ILCs would be anticompetitive, do you think the Bank Holding
Company Act is anticompetitive?

Mr. LEARY. No. But I think I've already gone on record as saying
I think there are some areas that could be worked on. Do I endorse
repealing? No.

Mr. GILLMOR. You don’t endorse repealing that?

Mr. LEARY. I do not.

Mr. GILLMOR. But you don’t want ILCs subject to comparable
type of provisions?

Mr. LEARY. I think they are. Everybody keeps talking about the
one side, but the ILCs are limited. They cannot have demand de-
posits if they exceed $100 million. I brought up in my remarks that
at one point, the committee passed a bill that would allow commer-
cial NOW accounts for ILCs, somewhat leveling the offerings that
the industrial banks can offer to their customers.

So, I think it’s a very delicate balance, but I do not have a prob-
lem with what we’re doing here, provided it’s safe, and provided it’s
sound.

Mr. GILLMOR. Okay. Thank you. Let me ask the SEC, because
there’s a possibility under this legislation that you’re going to be
a consolidated regulator. If you were given the power to regulate
industrial bank parents, depending on what kind of parent it is, do
you think the SEC would have to request additional powers to pro-
vide for safety and soundness, or are you equipped now to do that?

Mr. CoLBY. I believe that the program that we’re currently oper-
ating can take into account the needs of the ILC because the possi-
bility that what happens in the holding company could affect the
ILC, so I don’t think you’d need more safety and soundness power.

Mr. GILLMOR. Okay.

Mr. CoLBY. But if the Congress decides that’s something that’s
appropriate for the bank regulators to have, we wouldn’t oppose it.

Mr. GILLMOR. Let me ask Mr. Kohn. Mr. Leary said that it would
be okay, in his view, to repeal the Bank Holding Company Act.
Would you like to make the other case?

Mr. KoHN. I think I already did, Mr. Gillmor. And I will just re-
peat that I think the mixing of banking and commerce would be
a very major step. The U.S.—Mr. Bachus cited two German firms
that operate in a country in which banking and commerce have
been closely integrated over the years. I think the U.S. financial
system has benefitted considerably by having these two separate.
We have a much more resilient financial system in which commer-
cial firms have many avenues for raising funds that are not tied
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to their banks. And as a consequence, I would tread very, very
lightly on moving away from a formula that has given us, I think,
a very safe banking system, a resilient financial system, one in
which of course there are always difficulties and conflicts of inter-
est, but have stayed away from some of the difficulties that could
arise if we mixed banking and commerce.

I don’t know that the answer is zero banking and commerce, but
I think I would be very cautious about moving away from what
Congress just looked at 8 years ago and made a very conscious de-
cision that zero was the right number.

Mr. GILLMOR. Thank you very much. I was going to throw a soft-
ball to Chairman Bair, but my time has expired, so I yield back.

The CHAIRMAN. I thank the gentleman for his restraint. And I
now recognize the gentleman from New York who has been very in-
terested in this and has an issue that we’re going to pursue. I guar-
antee him that at some point, it’s going to get resolved; we’re just
not sure when. The gentleman from New York.

Mr. MEEKS. I was going to ask their opinion on that particular
issue just to see what their interpretation would be on a hypo-
thetical situation that I've been working with the chairman on.
And that is, say there’s a company that is primarily financial in na-
ture. It receives its approval for an ILC to finance a particular
service industry after October 1, 2003, but before 2007. The parent
company receives some commercial revenue of less than 10 percent.
In the years following 2007, the commercial revenue of the parent
company exceeds 15 percent. Are there any restrictions upon the
ILC once that 15 percent commercial revenue threshold has been
reached or exceeded? What’s your opinion?

Ms. BAIR. Well, this is a question about the construction of the
legislation. As I understand it, if it’s chartered between October
2003 and January 2007, it is not subject to the 15 percent. How-
ever, its business plan is frozen and it is prohibited from additional
branching. So, even though the 15 percent commercial revenue lim-
itation would not apply, it could not undertake new activities be-
yond what is already in its business plan, nor could it establish
new branches.

Mr. MEEKS. Do you agree?

Mr. KOHN. Yes, I agree.

Mr. MEEKS. Okay. Let me ask Ms. Bair, do you believe that the
FDIC currently has the authority that it needs to fully deny an ILC
any future powers that it may request?

Ms. Bair. Well, in terms of the activities of the ILC, yes. That
is subject to exactly the same activity restrictions that other depos-
itory institutions are subject to. We’re finding that most of the
issues relate to commercial entities owning an ILC. But in terms
of the ILC’s activities itself, those are subject to the same restric-
tions.

Mr. MEEKS. And, Mr. Kohn, I know that you believe that we
should separate—that commercial entities shouldn’t own ILCs, etc.
But say if, in fact, they continue to own them, who do you think
should regulate them? Should it be the FDIC which currently regu-
lates, or the Federal Reserve Bank, which has more experience
with consolidation regulation?
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Mr. KoHN. I think the most important thing is that someone
should regulate the consolidated entity. That’s my first point.

Mr. MEEKS. You should be up here. That’s a political answer.

Mr. KoHN. Secondly, I think that if Congress were to give this
authority to the FDIC, it would be creating another parallel regu-
latory environment. We already have both the Fed and the OTS
regulating financial holding companies, depending on the nature of
the subsidiary depository institution. This would create a third line
of regulation, one that could define financial in a different way
than the Federal Reserve defines financial.

So I would think Congress should think very carefully before cre-
ating another line of parallel regulation for consolidated entities.

Mr. MEEKS. Ms. Bair, do you agree?

Ms. BAIR. We are not seeking to become a holding company su-
pervisor. We're happy to have the authorities should Congress de-
cide to grant those to us. We have tremendous respect for the Fed.
If we were given those authorities, we would consult with them
closely. I agree. We would not want differentiations in how finan-
cial is defined.

I would also have to say that if you let the SEC in, you're going
to have four. But, you know, I think the argument for allowing the
FDIC to become holding company supervisor is that we do have the
longest history with this industry, with these individual institu-
tions. Also, the Fed already has two ILCs in holding companies
subject to Fed supervision. Eight are under the OTS. And I believe
four more would be under the SEC if you recognize them. So it
would only be with regard to the remaining institutions where we
would be having that role.

Mr. MEEKS. Thank you. I yield back.

The CHAIRMAN. The gentleman from Texas, Mr. Neugebauer.

Mr. NEUGEBAUER. Thank you, Mr. Chairman. Ms. Bair, in your
testimony you specified that there are four categories of ILCs, and
the fourth one is those that directly support the parent companies’
or organizations’ commercial activities and that they can maintain
those entities by funding them, the parent, through forms of depos-
its, borrowings, and equity and so forth. How does your regulatory
or %versight of those ILCs differ from the other ILCs that you over-
see?

Ms. BAIR. Well, those types of applications obviously go through
a very stringent Section 23A and 23B review. This is an area
where we very closely consult with the Fed in terms of how to in-
terpret and apply those provisions, and our supervisory program
also heavily scrutinizes those relationships to make sure there is
full compliance with 23A and 23B.

Mr. NEUGEBAUER. And have you ever experienced any problems
with those relationships?

Ms. BAIR. There is one institution that comes to mind, though I
don’t like to talk publicly about individual cases. If you'd like to
submit a question in writing, we can have our general counsel put
something together to respond to that.

Mr. NEUGEBAUER. All right. Thank you. I guess this is a question
to the panel as a whole. If we go forward with this legislation, we
are going to, in fact, grandfather some institutions that came in
under the previous regulation, and, therefore, if there are other or-
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ganizations that would be, you know, competing with those organi-
zations, in fact they are now going to maybe have a competitive ad-
vantage because they were grandfathered.

Is that good, fair, consistent policy for this country? And I'll just
go down the—

Ms. BAIR. Well, I don’t know how else to do it. You had to do it
when you closed the non-bank bank loophole. You had to do it
when you closed the unitary thrift loophole, and inevitably, there
are going to be some winners and some losers.

Mr. KoHN. I agree with Chairman Bair. I think the problem, as
she notes, is that you can’t make everybody happy here. I think the
most important thing is to cut things off. And there are people who
have been operating under this charter for a while, and they
should be allowed to continue operating under the charter.

But it would give them at least some competitive advantage
against others, as I think Commissioner Leary was pointing out
about the auto companies. But I think that’s kind of the lesser of
the evils. I'd rather have the loophole closed, people grandfathered
in, and have no more going forward.

Mr. REICH. It would not be a perfect solution by any means, but
it would—it is about the only option you have if you were to move
in that direction.

Mr. CoLBY. I have nothing to add to that.

Mr. LEARY. From my perspective, I don’t believe the cutoff is
needed.

Mr. NEUGEBAUER. Mr. Leary, if this legislation—because your
State is one of the States that still allows that kind of activity—
what do you see the impact moving forward with future ILC appli-
cations and activity in your State?

Mr. LEARY. With the commercial activity restricted? I would hope
it would continue. I cannot predict how it would continue. I would
simply indicate that while Utah may be an anomaly in that our
commercial bankers and our industrial bankers are in the same as-
sociation and work well together thus far in all of these operations,
I would hope that it would continue.

Mr. BACHUS. Would the gentleman yield?

Mr. NEUGEBAUER. Yes, I would.

Mr. BAcHUS. In the conversation about our automobile manufac-
turers, you said the only option would be to close the loophole and
leave some in and some out. Obviously, what concerns many of us
is that Ford and Chrysler are the two that do not have ILCs are
our domestic producers, two of our three domestic producers. And
our domestic automobile manufacturers, I think, are very impor-
tant in a bipartisan way.

I guess there would be another solution, and that’s as only to
automobile manufacturers to allow a continuing or to allow a cer-
tain space of time to those that had made application. Any com-
ment on that?

Mr. KoHN. I think I'd be a little concerned that once you crack
the door, people would be pushing against it, and more would want
to come in. So I do think the—

Mr. BAcHUS. Of course if it were narrowly drawn and in that one
regard. But I understand, it is a quandary.
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The CHAIRMAN. If the gentleman would yield. My sense is, and
I know the gentleman from Ohio and I have talked about this, my
impression is that’s an issue we will be dealing with when the bill
comes out of the Senate. And sufficient unto the day is the evil
thereof is, I think, the appropriate model there.

But I do think being realistic, there will be some Senate negotia-
tions, and I think there will be some distinction drawn ultimately—
this is a prediction—between those entities that are very limited to
a kind of a self-financing situation in which they are processing
some of their own paper, and entities that might seek a broader
kind of franchise. But I do believe that’s something we will be deal-
ing with at that time.

Mr. BacHUS. Thank you. Because as you know, many members
are concerned about that.

The CHAIRMAN. The gentleman from Georgia.

Mr. ScorT. Thank you very much, Mr. Chairman. Let me start
if I may by looking at this from a concept of what is in the best
interests of the consumer. Because in the final analysis, that’s real-
ly what we’re here for. And that begs the question as to what is
in the best interest of the consumer is the fact that the genie is
sort of out of the bottle, because there are some companies who are
already doing this.

What empirical data do we have that these companies provided
a threat to our way of life, to the banking system? There has been
none. You have Target; you have GE; you have Sears; and a num-
ber of others. But in fact, in some cases, the consumer has bene-
fitted through added consumer convenience and lower costs in some
areas. But in each of your testimonies, there has been consistent
woe, but there has been no evidence, no empirical evidence that
those who have the charter have been threatening to the system
in any way. And I was wondering. And by that, Ms. Bair, I mean,
wouldn’t the FDIC, don’t you think that they have the current
oversight to make sure that these safeguards are there? And again,
what evidence do we have that—

Ms. BAIR. Well, Congressman, you're right. To date, the commer-
cially owned ILCs have a good safety and soundness record. They
have been the source of product innovations and expansion of fi-
nancial services to certain segments of the population.

I think what we’re really talking about is prospectively how far
you want to go with this. The current ILC exception is quite broad,
and I think a lot of the concern about some of the pending applica-
tions that have gotten so much press and controversy has been not
so much about what’s currently being proposed, but what might
happen in the future, where do we draw the line? Do you want
major retailers being able to provide the full panoply of financial
services?

We're being agnostic. Those are the kinds of policy issues that
Congress needs to make. But, you know, I think they are good
questions to be asking, and I think perhaps going forward, you do
want to consider providing some limited ability to experiment with
a very limited mixing of banking and commerce. Those are the
right questions to be asking, but, again, we think it’s a policy call
for Congress to make.
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Mr. ScotT. Mr. Kohn, let me get to a point that you talked about
in terms of some issues and complexities you said, conflicts of inter-
est. Let us take an example. In the provision, isn’t it true that the
ILCs have what we call an anti-tying prohibition that is a safe-
guard?

Under this provision, an ILC could not condition a loan on a re-
quirement that the borrower obtain services from an affiliate, and
the affiliate could not tie a product sale to a requirement that the
customer obtain banking services from the ILC. So, if the Home
Depot, for example—it’s a good example here, which I think as we
move this process along, I think the bill will move forward. And
when it gets to the Senate, there’s going to be some deliberation.
I agree with your point, but I do think that we ought not to sort
of throw the baby out with the bath water here. But maybe to look
at some of these situations on an individual basis.

So, for example, if the Home Depot were to operate an ILC, they
could not require contractors to finance their supplies through the
ILC, nor could the ILC require loan applicants to use the loan pro-
ceeds to buy supplies from the Home Depot. And I point this out
because the anti-tying requirement for traditional banks, on the
other hand, are applicable only to the bank itself.

So my—the point I want to make is that in some cases, for exam-
ple, we take again the Home Depot case where this is going on
now. I mean, it’s basically a design to have a major consumer ben-
efit. Now a consumer comes in, and they want to expand their line
of credit. We're talking about a very small amount here that is cer-
tainly nonthreatening, but would be a major help to the consumer,
to be able to transact his transaction there.

Now this same process happens, but in this case, Home Depot
has to go and farm this out to, say, a CitiGroup or a bank like that,
when you could have it here. And I think with the anti-tying provi-
sions in here, there should be safeguards in and of itself.

Mr. KoHN. I think there are regulations in place and that could
be put in place which help protect against this sort of thing. Now,
whether they would really protect a consumer or a contractor who
felt somewhat dependent on Home Depot, that consumer or con-
tractor really felt that they had a fully panoply of choice and
weren’t being pushed into the financial offering that Home Depot
was tying to its transaction, I think is an open question.

We've talked a lot about competition here, and the consumer.
You've framed our question in terms of the consumer. There is a
lot of competition in the financial services industry. There is rel-
atively free entry into banking and thrifts. We charter hundreds of
new institutions a year. I think if there is a need for financial serv-
ices, there are people out there willing to start institutions or ex-
pand what they’re doing—

The CHAIRMAN. Mr. Kohn, you have to wrap this up, please.

Mr. KoHN. Okay. That concludes my response.

The CHAIRMAN. Thank you. The gentleman from California, then
the gentleman from Ohio. The gentleman from California.

Mr. SHERMAN. Thank you. I got a button yesterday, “Don’t Mix
Banking and Commerce.” I got it from the Independent Community
Bankers Association and I'd put in the record, but the pin would
stick people.
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And I've been interested to see the development of the whole idea
of mixing banking and commerce. Because I've seen many bank
regulators, particularly the Fed, be opposed to commercial institu-
tions entering banking, and not nearly as opposed to banking insti-
tutions entering commerce. That is to say, when Wal-Mart wants
to enter banking, the banking world says, Oh my God, look at
Japan. Look at what happens when you mix banking and com-
merce.”

But when banks want to go into real estate sales, auto sales,
whatever, the bank regulators have been helping them, and we in
Congress have stopped the presumed train wreck described by the
community bankers when you mix banking and commerce. So per-
haps you could comment, is it as bad an idea for bankers to get
into commerce as for commercial organizations to get into banking?

Mr. KoHN. I think it would be a bad idea for bankers to get into
commerce in a major way. What we allow now are commercial ac-
tivities that are incidental to the basic financial activities of the
banks. This is under the guidelines put out by Congress.

Mr. SHERMAN. But we could call anything incidental to banking.
I bought this tie in a tie store, but I financed it on a credit card,
and I hope before it wears out, I will pay off that bill. So it was
a financial institution. In fact, the bank may make a larger profit
on this tie than the haberdasher.

That being the case, is it your position that anytime you sell
something that has to get financed—and I’d like to hear from your
colleague sitting to your left as well.

Mr. REICH. I think we regulators are a pretty conservative group
when it comes to banks expanding into a variety of commercial ac-
tivities. We are not the cheerleaders for the banking industry to ex-
pand into commercial activities.

Mr. SHERMAN. Is there anyone on the panel who thinks that real
estate sales is somehow incidental to real estate financing or is for
some other reason not part of commerce? Let the record show there
were no responses, and I yield back.

The CHAIRMAN. I thank the gentleman. The one example he did
give might have been covered by the anti-tying rules.

[Laughter]

The CHAIRMAN. The gentleman from Ohio.

Mr. WILSON. No questions.

The CHAIRMAN. The gentleman from Colorado.

Mr. PERLMUTTER. Pass.

The CHAIRMAN. The gentleman from Utah probably doesn’t want
to pass. I would note again, the gentleman from Utah is not now
a member of the committee, but we did get unanimous consent,
given his interest, for him to participate.

Mr. MATHESON. And I would be remiss if I did not open by
thanking both Chairman Frank and Ranking Member Bachus for
their generosity in allowing me to participate today. It is very nice
of you to do that.

I have all kinds of questions in 5 minutes, so we’ll see how this
goes. Mr. Leary, if you could just briefly confirm a couple of things
for me. Number one, there were some references made in opening
statements about lack of CRA participation by ILCs. Could you
clarify what’s really going on with CRA participation?
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Mr. LEARY. I think from the State of Utah, and even from con-
sumer activist groups, they would tell you CRA activity of the in-
dustrial banks in Utah is outstanding. They have been noted for
proactive work. They are out there doing it the best they can. And
what is unusual, while my background and experience is in com-
munity banking, the CRA group has sat down and tried to
proactively figure out ways that create micro enterprise loan funds.
They've created Utah Community Reinvestment Corporation. I
think they’ve been very aggressive.

Mr. MATHESON. Thank you. I think it’s interesting to note that
from the chairman’s opening remarks to just about everybody on
the panel, I think everybody here has said that there’s no safety
and soundness issue to date in this industry.

And it reminds me of when we had the subcommittee hearing in
the last Congress, and when then-subcommittee Chairman Bachus
concluded the hearing, he said, you know, legislation is usually a
solution to a problem, and it isn’t clear where the problem is. He
said that at the time, I'm not sure there is a problem. And I think
that’s the underlying question we need to be talking about today
is where is the problem? Since we’ve all apparently stipulated
there’s no safety and soundness issue to date in this industry.

And yet, Mr. Leary, some people are concerned that only six
States benefit. You've already said you wouldn’t care if other States
had access to this charter.

Mr. LEARY. I do not.

Mr. MATHESON. Is it your understanding that the beneficiaries of
industrial-owned company services, namely, consumers, that those
beneficiaries are in all 50 States, and in fact people throughout this
country benefit from the industry?

Mr. LEARY. Yes they are.

Mr. MATHESON. Ms. Bair, I wanted to know, is it true—would
you verify that the FDIC does in fact vigorously enforce Sections
23A and 23B in the anti-tying provisions applicable to the banks
you regulate?

Ms. BAIR. Yes, we do.

Mr. MATHESON. You said you were agnostic about what we do.
But you enacted a moratorium, and I don’t know that that’s agnos-
tic.

Ms. BAIR. Yes.

Mr. MATHESON. And you’ve extended the moratorium, and if you
ask Mr. Leary about what that’s meant to people who are applying
for charters, that is not a hold-harmless provision. That is not ag-
nostic.

Ms. BAIR. Yes.

Mr. MATHESON. And I'm curious what’s happened at the FDIC to
sort of change this position? Because if you look at what your pred-
ecessor said, I quote remarks before State bank supervisors in
2003, after describing the FDIC’s examination of industrial loan
banks, he said, “These organizations are rigorously and sufficiently
supervised by the state supervisors and the FDIC on an ongoing
basis.”

And then he addressed concerns about oversight of the parent
companies. And he said, “While I understand these concerns, the
FDIC has, and often uses, a number of tools to manage both the
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holding company’s involvement with the financial institution and to
manage transactions between the two entities. We can and do visit
the parent companies and other affiliated entities for that matter,
to look over issues or operations that could impact the insured in-
stitution. Congress has given us the power to protect the integrity
of those relationships. We have exercised that power, and we have
coordinated closely with you, the State regulators, in our work. We
have found parent companies of ILCs to be acutely conscious of
their responsibilities with respect to their ILC subsidiaries and the
consequences of violating applicable laws and regulations.”

He has also said, “We at the FDIC must be vigilant in our super-
visory role, but I will reiterate, the FDIC believes the ILC charter
per se poses no greater safety and soundness risk than other char-
ters.”

Ms. BAIR. Yes.

Mr. MATHESON. What has changed?

Ms. BAIR. Well, I could read excerpts from the GAO report, from
our own IG, from a number of members of this committee and in
the Senate, and from a number of public commentors who would
raise a lot of concerns about the current regulatory structure.

I felt when I came into this situation at the end of June last year
that we needed to take a step back and evaluate all the issues,
given that there were a lot of credible voices saying that the super-
visory regime was not adequate.

And, Congressman, I do honestly think that this controversy
about the ILC charter is not going to go away, because there are
in fact no meaningful limitations on the FDIC’s ability, other than
safety and soundness considerations, to prevent major commercial
entities from getting into banking in a very large way. That has
not happened to date.

Mr. MATHESON. And you're questioning the FDIC’s ability to ade-
quately regulate, along with the State, those—

Ms. BAIR. I'm questioning whether the FDIC should be the deci-
sionmaker in allowing major commercial retail entities to get into
banking in a major way in this country. I don’t think that’s our de-
cision right now.

Mr. MATHESON. Let me just ask if Congress did decide to allow
this to happen instead of this legislation that’s being proposed, do
you think the FDIC has the adequate capability to regulate that in-
dustry in that context?

Ms. BAIR. We will have to evaluate each application on a case-
by-case basis. But any decision we made would have to be based
on safety and soundness considerations. It couldn’t be based on pol-
icy considerations relating to commercial ownership.

Mr. MATHESON. Do you think that the commercial ownership
issue has evolved in the last few years due to a particular applica-
tion?

Ms. BAIR. Our decision wasn’t driven by any individual applica-
tions, but there has been a trend and greater interest in this char-
ter by major retailers, yes.

Mr. MATHESON. Do you think that when you look at FDIC and
the bank-centric model that we’ve had here, do you see areas that
we—or capabilities that you don’t have now that would help you
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better regulate this industry, or are you satisfied with the tools you
have at your disposal?

Ms. BaAIR. I think holding company authorities, particularly the
ability to examine affiliates, would be helpful, yes, I do.

Mr. MATHESON. And you don’t think you have that—

Ms. BAIR. We do not have that now, no. We have—

Mr. MATHESON. Do you take issue with what your predecessor
said about that?

Ms. BAIR. Well, our ability to examine affiliates is only with re-
gard to determining what the relationship is with the ILC. So un-
less there’s a relationship, we could be challenged in our ability to
examine affiliates.

Mr. MATHESON. Okay. Mr. Chairman, I see my time has expired,
and I do not want to abuse the privilege. Thank you so much.

The CHAIRMAN. I thank the gentleman. And with that, we will
thank the witnesses. Did the gentleman from Illinois wish to ask
questions? Then we thank the witnesses very much, and we will
ask them to leave expeditiously, and we’ll empanel the next panel.
And everybody who wants to be polite to each other, do that in the
hall. Just leave quickly.

We ask people to leave quickly. Don’t black the aisles, one panel
to the next panel. We’ll try to do as much as we can before we're
interrupted for votes. And let us have the next panel be seated,
please.

Would the members of the panel please move up here and be
seated so we can get started? Would the people to the Chair’s left
please leave? Thank you.

The second panel will begin. We will ask that those doors be
closed. And the first witness is Ms. Amy Isaacs, who is the national
director of Americans for Democratic Action.

Please just sit down and let us start talking, guys. Come on,
we're in a hurry.

Ms. Isaacs.

Excuse me. Members of the staff, close those doors, please. Peo-
ple either seated, or on the other side of the door.

Thank you. Please continue.

STATEMENT OF AMY ISAACS, NATIONAL DIRECTOR,
AMERICANS FOR DEMOCRATIC ACTION

Ms. IsaAcs. Mr. Chairman, thank you. I appreciate the oppor-
tunity to testify representing our more than 65,000 members. Un-
like my colleagues on this panel and the preceding one, I am not
an expert in banking. I am, however, a consumer, as are the mem-
bers of my organization. And because we are concerned about the
impact that granting an ILC charter to any retail enterprise could
have on individual consumers and small business, we endorse H.R.
698, the Industrial Bank Holding Company Act of 2007.

Although H.R. 698 is not specifically about Wal-Mart, I will focus
on Wal-Mart as perhaps the most pernicious example of the prob-
lems which can arise when banking and commerce are intertwined.
We believe a bright line between the two must be drawn.

Wal-Mart’s recently withdrawn application to enter the banking
business was fraught with risk, which would have been guaranteed
by American taxpayers. A bank tied to one of the world’s largest
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retailers would face unique commercial and reputational risks.
Regulatory agencies charged with supervising these risks lack the
experience or the capacity to understand how to evaluate or mini-
mize them.

Giant retailers have been forced into Chapter 11 or have dis-
appeared because of changes in the commercial environment. K-
Mart, Ames, Woolworth, and Montgomery Ward are examples of
retailers who have reorganized or have disappeared. Business mod-
els change, as do consumer preferences. The Federal Government
is not and should not be in the business of understanding the risks
of large-scale retailing. It should not have to worry about the safety
and soundness of a global retail business, dependent on complex
global supply systems. If the retail operation faces disaster, so will
the bank.

Wal-Mart also faces the risk of social ostracism for its routine
antisocial behavior. Wal-Mart has an established pattern of irre-
sponsible practices. It shorts employees on health care, it has flout-
ed hourly wage laws, and it has been involved in multiple cases of
alleged discrimination. The company has been accused of using un-
documented workers and a senior executive said he padded his ex-
penses to conceal anti-union expenditures.

Such behavior carries the risk of a damaged reputation, and with
it, a run on the bank. The government cannot be in the position
of insuring against the risk. There are many other examples of
antisocial behavior leading to the demise of financial institutions.
Riggs Bank is a prime example.

We also are deeply concerned that large scale commercial enter-
prises could misuse their market power. As state-chartered ILCs,
they would not be subject to the stricter regulations of bank hold-
ing companies. They could use their position in the marketplace
and control of prime real estate for their own advantage, instead
of the interests of the community they purport to serve.

Had Wal-Mart been granted an ILC charter, it would have been
able to offer anything an ordinary bank could—savings accounts,
checking accounts, mortgages, and a variety of loans for everything
from home improvement to car purchases to small business loans.
The potential for conflict of interest is obvious.

Would retailers make loans to competitors? Should they have ac-
cess to credit information about competitors?

Retailers operate with the goal of dominating markets. They
work to control competition. The result has been the extinction of
long-term community small businesses. There is no reason to be-
lieve that a foray into banking would have a different outcome.

Retailers are not offering banking services to save consumers
money. They are not charities. They are in business to make
money. They want to use their retail power to muscle their way
into the financial services industry.

Had Wal-Mart been granted a charter, it would have used its
power to muscle past community banks and credit unions, which
do care about their own communities. Among the factors the law
requires be considered in accepting an application for an ILC char-
ter is the convenience and needs of the community to be served.
Mixing retail commerce and banking makes it impossible to meet
that standard. The conflict of interest and the push for market
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dominance argue against a charter serving any need or convenience
other than the retailers’.

Existing institutions leasing space in retail stores serve cus-
tomers. Many banks have arrangements with supermarket chains.
These bank branches meet the needs of both consumers and the
community.

Wal-Mart saw the handwriting on the wall when it withdrew its
application. But until and unless H.R. 698 is signed into law, we
cannot guarantee that a similar problem will not recur. Americans
for Democratic Action stands for liberal values. We see bank regu-
lation as an area where true conservative values should prevail. By
granting a charter and deposit insurance, the government should
not be risking regulating a business it does not understand. It
should not insure depositors against a corporation’s antisocial be-
havior and the attendant risks.

For these reasons, Americans for Democratic Action urges pas-
sage of H.R. 698. Thank you for your consideration.

[The prepared statement of Ms. Isaacs can be found on page 113
of the appendix.]

The CHAIRMAN. Thank you.

And next, testifying on behalf of America’s Community Bankers,
for the chairman a familiar face, not to mention accent, one of our
leading bankers in Massachusetts, Arthur Connelly from South
Shore Bank.

STATEMENT OF ARTHUR R. CONNELLY, CHAIRMAN AND
CHIEF EXECUTIVE OFFICER, SOUTH SHORE BANCORP MHC,
ON BEHALF OF AMERICA’S COMMUNITY BANKERS

Mr. CoNNELLY. Thank you. Chairman Frank, Ranking Member
Bachus, and members of the committee, thanks for inviting me to
testify before you today on the Industrial Bank Holding Company
Act of 2007.

My name is Art Connelly, as the chairman said. I am the chair-
man and CEO of South Shore Bancorp, and I also serve as the first
vice chairman of America’s Community Bankers, and I am here
today to testify on their behalf.

The appropriate regulatory structure for industrial loan compa-
nies is incredibly important and should be addressed by Congress.
First, I want to say that ACB strongly supports H.R. 698. We be-
lieve that this commonsense legislation is necessary to improve the
safety and soundness of the banking system. ACB believes that the
withdrawal of Wal-Mart’s ILC application does not end the need for
comprehensive ILC regulatory reform.

The ILC charter is the only bank charter that can be obtained
by a commercial entity. Furthermore, there is no holding company
oversight for ILCs that are not otherwise supervised by the OTS
or the Federal Reserve.

These structural issues run contrary to legislation passed by
Congress. Consistently throughout the 20th century, Congress
made it clear that it does not want commercial ownership of banks
in the United States and wants insured banks to have consolidated
holding company oversight.

There are good reasons to have concerns about commercial own-
ership of banks, especially with ILCs. Commercially owned banks
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can face conflict of interest pressures from their commercial own-
ers. We have seen this problem in other countries, where a com-
mercially owned bank can be pressured by its parent to make loans
based not on sound underwriting but on the needs of its commer-
cial parent. Concerns about the payment system integrity might
also exist if a commercial parent improperly influences the actions
of an ILC subsidiary that processes payments.

Furthermore, these problems are greater for ILCs because com-
mercially owned ILCs that are not affiliated with a bank or a sav-
ings association have no holding company regulator that can help
oversee risks to the depository institution on a consolidated basis.
While the FDIC has done an admirable job in regulating ILCs for
safety and soundness so far, it does not have the statutory author-
ity to examine the parent company.

The recent surge in commercial ILC application brings these con-
cerns to the forefront. Until recently, the majority of ILC asset
growth has been in ILCs that are affiliated with banks or savings
associations and have holding company supervision. If no regu-
latory supervision is passed, we could see dramatic growth in com-
mercially owned ILCs with no holding company oversight.

That brings me to H.R. 698. On examining the bill, it is helpful
to look at Gramm-Leach-Bliley, where Congress prohibited any fu-
ture ownership of unitary thrifts by commercial companies. How-
ever, Congress grandfathered all unitary thrifts that were commer-
cially owned prior to 1999. This appears to be the model for the In-
dustrial Bank Holding Company Act, and we believe it to be a fair
one.

H.R. 698 creates an FDIC regulated holding company structure
for ILCs not regulated as a bank or a savings and loan holding
company. Providing the FDIC with the authority to supervise the
parent companies of these ILCs on a consolidated basis will allow
it to ensure the safety and soundness of the institution. The legisla-
tion also utilizes a grandfathering system similar to the one in
Gramm-Leach-Bliley.

In conclusion, Mr. Chairman, we believe H.R. 698 is sound legis-
lation that will fill a current gap in our financial regulatory struc-
ture. I will gladly take any questions that you might have. Thank
you.

[The prepared statement of Mr. Connelly can be found on page
82 of the appendix.]

The CHAIRMAN. Thank you. Next, from the Independent Commu-
nity Bankers of America, Mr. Jim Ghiglieri. Please, Mr. Ghiglieri.

STATEMENT OF JAMES P. GHIGLIERI, JR., PRESIDENT, ALPHA
COMMUNITY BANK, ON BEHALF OF THE INDEPENDENT
COMMUNITY BANKERS OF AMERICA

Mr. GHIGLIERI. Mr. Chairman, Ranking Member Bachus, and
members of the committee, my name is Jim Ghiglieri, and I am
president of Alpha Community Bank in Toluca, Illinois. I am also
chairman of the Independent Community Bankers of America.
ICBA is pleased to have this opportunity to testify.

The ILC charter threatens our Nation’s historic separation of
banking and commerce and undermines our system of holding com-
pany supervision. The fact that Wal-Mart has withdrawn its ILC
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application does not diminish the need to act. Other applications
are pending and more could be filed.

ICBA was pleased that the FDIC unanimously adopted the rec-
ommendations of Chairman Frank and Representative Gillmor and
many of their colleagues to impose a 1-year moratorium on ILC ap-
plications by commercial firms. The entire FDIC Board clearly rec-
ognizes that these applications raise broad public policy issues that
Congress must confront. Congress can do that by enacting H.R.
698.

Like much good legislation, H.R. 698 is a compromise. That is its
strength. Institutions that are already in business could remain in
place. Financial companies could continue to acquire, establish, and
operate ILCs. The legislation addresses the key concerns without
needlessly disrupting ongoing activity, and it gives the FDIC the
basic tools it will need to be an effective consolidated regulator.

Why do we ask Congress to pass this bill? First, the loophole
threatens the safety and soundness of the financial system. Second,
mixing banking and commerce presents serious conflicts of interest.
Third, ILCs could destabilize local communities and harm con-
sumers. Fourth, ILCs could jeopardize the payment system. And,
fifth, ILC holding companies need stronger regulation.

Let me briefly elaborate. First, safety and soundness. Allowing
commercial firms to own federally insured ILCs adds tremendous
new risk to the Deposit Insurance Fund. For example, Ford Motor
Company applied for an ILC charter. Ford’s financial difficulties
are well-documented. Banking regulators will not allow banks to
buy Ford bonds. Ford hardly sounds like a source of strength for
an FDIC-insured ILC.

Home Depot and its ILC acquisition target are susceptible to
fluctuations in real estate. According to Bloomberg News on Feb-
ruary 21st, and I quote, “Home Depot reported its biggest drop in
quarterly profit as the decline in U.S. home sales sapped demand
for building supplies.”

Financial services regulators, no matter how competent, do not
have the expertise to understand each of these economic areas and
protect the safety and soundness of an ILC from problems that
may befall its parent. A financial regulator should not become in-
volved in market decisions of a major commercial firm.

Second, conflicts of interest. Home Depot could be tempted to di-
rect its bank to offer unsound loan terms to its customers provided
they agree to purchase products from Home Depot. Or Home Depot
could offer discounts on its product if a customer takes out a loan
from its bank. The idea that a bank should be an objective credit
grantor gets thrown out the window either way.

Third, harm to consumers and communities. An ILC owned by a
retail firm is unlikely to make loans to its local competitors. An
ILC with a nationwide deposit taking network could draw funds
out of local communities, sending them to corporate headquarters.
Major commercial firms have the size and resources to engage in
predatory pricing for as long as it takes to drive local competitors
out of the market, both locally owned small businesses and commu-
nity banks.

Fourth, the payment system. The Wal-Mart application high-
lighted potential risk to the objectivity and security of the payment
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system. If retailers control the payment system, they will seek com-
petitive advantage rather than control risk. Consumers, small busi-
nesses and banks of all sizes would be the victims.

And finally, lack of regulatory authority. The FDIC currently
lacks clear statutory authority to consider all of the broad policy
implications when considering ILC applications and to regulate
ILC holding companies.

While ICBA believes that the FDIC has ample grounds under
current law to deny several of the pending applications, especially
Home Depot’s, it may eventually be compelled to grant a disturbing
number of them. Senator Garn told the FDIC that the ILC charter
was grandfathered in 1987 and exempted from the Bank Holding
Company Act to serve narrow purposes. But that is rapidly chang-
ing. A GAO report highlighted the need for enhanced supervision
of ILCs, especially the need for consolidated supervision over both
the ILCs and their holding companies. Successive Federal Reserve
chairmen have repeatedly made similar points.

Congress has ample precedent for closing the ILC loophole. You
closed the non-bank bank loophole in 1987 and closed the unitary
thrift loophole in 1999. Now it is time to close the ILC loophole.

Thank you very much.

[The prepared statement of Mr. Ghiglieri can be found on page
95 of the appendix.]

The CHAIRMAN. Thank you.

Next, Mr. McVicker, who is the chairman and CEO of the Cen-
tral Bank and Trust Company, and he is testifying on behalf of the
ABA, the American Bankers Association.

Mr. McVicker.

STATEMENT OF EARL D. McVICKER, CHAIRMAN AND CHIEF
EXECUTIVE OFFICER, CENTRAL BANK & TRUST COMPANY,
ON BEHALF OF THE AMERICAN BANKERS ASSOCIATION

Mr. McVICKER. Mr. Chairman, and members of the committee,
my name is Earl McVicker. I am chairman and CEO of Central
Bank and Trust Company in Hutchinson, Kansas, and chairman of
the American Bankers Association. Thank you for the opportunity
to present ABA’s views on the regulation of ILCs.

Since Congress last enacted legislation concerning the ownership
of ILCs nearly 20 years ago, the ILC industry has changed dra-
matically. Unfortunately, these changes now threaten to under-
mine the separation of banking and nonfinancial commerce that
has long been a feature of U.S. law. In fact, over the last 50 years,
Congress has repeatedly curtailed the ability of nonfinancial com-
mercial firms to engage in banking activities.

In each of these instances, the legislation was a reaction to non-
financial firms that were taking advantage of statutory provisions
to engage in banking. Moreover, in each instance, Congress was
consistent in enacting legislation to maintain the separation be-
tween banking and nonfinancial commerce.

Today, unintended use of the ILC charter has made it necessary
for Congress to act once again to maintain this separation. When
the term bank was redefined in 1987, ILCs were specifically ex-
cluded from the definition. At that time, most ILCs were small.
And the few States that were able to charter ILCs were not pro-



41

moting the charter. Simply put, there was no significant risk that
problems caused by mixing banking and nonfinancial commerce
would arise at the time the exemption was codified.

That is not the case today. By the end of 2006, aggregate ILC
assets totaled almost $213 billion, an increase of more than 5,500
percent since 1987. The average ILC now holds close to $3.7 billion
in assets.

Recent ILC asset growth is no accident. When Congress cut off
the ability of nonfinancial commercial firms to engage in banking
through unitary thrifts in 1999, these firms were forced to look for
other means of doing so. It is no coincidence that total aggregate
ILC assets more than doubled from $44 billion in 1999 to over $90
billion in 2000. Clearly, with the closure of one avenue into the
banking world, nonfinancial commercial entities began to exploit
another.

It is fair to assume that Congress did not anticipate that the ILC
exemption would be used for this purpose. There is a significant
risk if the separation is not maintained. A nonfinancial parent,
seeking to further its commercial pursuits, could put depositors’
funds, the capital of the bank and the deposit insurance fund at
risk.

Congress has recognized these risks and should once again act to
preserve the separation of banking and nonfinancial commerce by
closing this exemption. Thus the ABA supports the Frank-Gillmor
bill, H.R. 698, which would create a general rule that commercial
firms may not own an ILC. The bill would grandfather commercial
firms that currently own an ILC, and we support bringing grand-
fathered institutions within the jurisdiction of a Federal bank regu-
lator, and vesting that regulator with the full range of supervisory
and enforcement tools.

We stand ready to work with Congress to maintain the impor-
tant separation between banking and commerce. Thank you.

[The prepared statement of Mr. McVicker can be found on page
172 of the appendix.]

The CHAIRMAN. Thank you very much, Mr. McVicker.

Next, John Douglas from Alston and Bird, who is testifying on
behalf of the American Financial Services Association.

STATEMENT OF JOHN L. DOUGLAS, ALSTON & BIRD LLP, ON
BEHALF OF THE AMERICAN FINANCIAL SERVICES ASSOCIA-
TION

Mr. DougrLAas. Mr. Chairman, and members of the committee,
thank you very much for allowing us to present testimony on this
important bill.

American Financial Services Association is the national trade as-
sociation representing many of the Nation’s most important lend-
ers, providing access to credit for millions of consumers and small
businesses. AFSA strongly believes that the industrial bank option
represents a safe and sound and appropriate means to deliver fi-
nancial services to the public.

Congress established a framework within which commercial com-
panies can provide deposit, loan, and other banking products to
their customers. This framework is highlighted by stringent and
appropriate supervision, by strong enforcement powers, and by a
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structure of laws and regulations that mitigate the consequences of
the hypothetical and unproven evils raised by the opponents of
commercial ownership of industrial banks.

I testified on this issue last year and don’t intend to repeat my
testimony. Since that time, we’ve endured a lengthy moratorium by
the FDIC and a long comment period where the FDIC sought guid-
ance on how to deal with this important issue. There were thou-
sands of comments, most in opposition.

It is important to recognize, however, that nothing, no event, no
failure, no fact, lends any substance to the allegation of the great
dangers to our economy that would result from commercial owner-
ship of industrial banks. Indeed, all we have is speculation.

There are three main allegations. First, that there is some gap
in our supervisory framework that poses danger to our economy
and banking system. Second, that if commercial companies are al-
lowed to own industrial banks, rampant tying or other unseemly
activities would occur and the FDIC couldn’t stop them. And, third,
there is something fundamentally un-American and dangerous
about mixing banking and commerce. I respectfully submit that
these allegations are not true.

First, industrial banks are subject to the same comprehensive
framework of supervision and examination as normal commercial
banks. They have no special powers, no special authorities, and are
exempt from no statute or regulation. They comply with 23A and
B, regulation O, capital requirements, prompt corrective action,
anti-tying provisions, and the Community Reinvestment Act.

Second, the FDIC has been given full and ample authority to su-
pervise and regulate these institutions and can exercise the full
range of enforcement powers. I was a participant in the political
process that led to a rewrite of these provisions in 1989 as part of
FIRREA and it was our intention to give the FDIC and the other
regulators all the enforcement powers they needed, which they ex-
ercised.

Third, I can attest from experience that the FDIC does exercise
these powers. It requires an independent board, adequate capital,
safe and sound operations, and effective internal audit. It exam-
ines, it scrutinizes, and it exercises its powers to protect our sys-
tem.

And finally, the FDIC’s experienced with industrial banks, simi-
lar to the experience of the OTS with respect to diversified owners
of savings associations, belies any fundamental concerns to threats
to our banking system. This is a well-capitalized, well-managed
segment of the industry, making important contributions to con-
sumers and small businesses. The FDIC’s experience has been
good.

Finally, I want to address once more this myth of separation in
banking and commerce. The Gramm-Leach-Bliley Act, to say that
it was designed to make permanent that separation, is to ignore
important provisions of that Act. There have always been affili-
ations and relationships between banking and commercial firms.
These relationships have been carefully reviewed by Congress.

If we were serious about eliminating it, we would preclude our
banks from being affiliated with any entity. We wouldn’t let Bank
of America be affiliated with Bank of America securities, lest it
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favor its customers over those of Merrill Lynch. We would more
closely scrutinize the propriety of a small business owner, a real es-
tate developer, a car dealer owning a commercial bank in a small
community, where sources of credit are lax.

If we were really concerned, we would repeal the merchant bank-
ing powers in Gramm-Leach-Bliley and repeal the FDIC’s power to
grant commercial activity—permit commercial banks to engage in
commercial activities in FDICIA. It is anomalous at best to be as-
serting that there is something wrong with a commercial entity en-
gaging in banking when we have opened the door broadly and
widely for banks to engage in and invest in commercial activities.

I want to emphasize this last point. It is permissible under cur-
rent law for any one of a number of banking organizations to use
their powers granted under Gramm-Leach-Bliley to acquire any
commercial entity. This bill would preclude any commercial entity
from establishing a bank to facilitate the needs of meeting its cus-
tomers, regardless of the size of the bank, the needs of its cus-
tomers, or any other factor that might benefit our economy or our
communities.

I would submit that the breadth of our markets and the strength
of competition in our financial services industry has served us well
and submit that it would be unwise to roll back the clock by taking
steps to limit competition in this area. Thank you very much.

[The prepared statement of Mr. Douglas can be found on page 87
of the appendix.]

The CHAIRMAN. Thank you, Mr. Douglas.

And next, Mr. Marc Lackritz, who is the chief executive officer
of SIFMA.

STATEMENT OF MARC E. LACKRITZ, CHIEF EXECUTIVE OFFI-
CER, SECURITIES INDUSTRY AND FINANCIAL MARKETS AS-
SOCIATION

Mr. LACKRITZ. Thank you, Mr. Chairman. I appreciate the oppor-
tunity to testify today before the committee, because the SIFMA
members own a vast majority of the industrial bank assets in the
United States. And as you know, Mr. Chairman, Congress passed
Gramm-Leach-Bliley back in 1999 to allow affiliations between and
among securities firms, banks, and insurance companies, combined
with functional regulation.

This ability to structure their operations optimally within exist-
ing law has really been critical to the success of industrial banks
and their owners. Many of these companies are among the most ad-
vanced, sophisticated, and competent providers of financial services
anywhere. And we support the ability of regulated securities firms
ico continue to own industrial banks the way they do under existing
aw.

Federally insured industrial banks are subject to State banking
supervision, FDIC oversight, and all the banking laws that govern
relevant banking activities. Most importantly, the FDIC has the
authority to examine the affairs of any affiliate of any depository
institution, including its parent company.

The FDIC’s regulation of industrial banks has proven safe and
effective. Industrial banks do not pose any greater safety and
soundness risks than any other charter types and should not be
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subject to additional constraints beyond those imposed on other
FDIC insured institutions.

H.R. 698 would create a new holding company regime for the
owners of industrial banks by expanding the existing authority of
the FDIC over the owners of these institutions. Bank and thrift
holding companies that own industrial banks would be exempted
from this regime, presumably because they are already subject to
holding company oversight by the Fed or the Office of Thrift Super-
vision. However, the bill fails to provide an exemption for indus-
trial bank owners who are regulated as consolidated, supervised
entities by the SEC.

We believe it is critical that H.R. 698 be amended to recognize
the SEC’s CSE regime. The Commission established its CSE frame-
work in 2004 in part to allow major securities firms doing business
in the European Union to comply with its financial conglomerates
directive. That directive requires that non-European firms doing
business in Europe demonstrate that they are subject to a form of
consolidated supervision by their home regulator that is equivalent
to that required of their European counterparts.

The GAO found in its recently released report on CSEs that the
Federal Reserve, OTS, and the SEC were generally meeting cri-
teria for comprehensive consolidated supervision. We agree that
the CSE regime is both robust and comprehensive. Importantly,
the Commission’s CSE oversight, just like the Federal Reserve’s
oversight of bank holding companies, meets the EU’s equivalency
standard. In addition, the SEC’s consolidated regulation standards
closely parallel the Fed’s standards to assess whether a foreign reg-
ulatory regime qualifies as consolidated regulation for a foreign
bank operating in the United States.

We therefore strongly urge the committee, Mr. Chairman, to rec-
ognize the SEC as a consolidated regulator along with the Federal
Reserve and the OTS in H.R. 698. The SEC is recognized world-
wide as a consolidated regulator and its regulatory requirements
and procedures were very carefully designed to comply with all
standards for effective consolidated regulation in the United States
and abroad. That stature should be reflected in this bill, in order
to elznsure that global securities firms are not damaged inadvert-
ently.

Over the last 2 decades, capital markets and the financial serv-
ices industry have become truly global, integrated, and inter-
connected. As capital markets and financial products continue to
evolve, so too must our Nation’s regulatory structure. We need a
regulatory regime that is capable of keeping pace with rapid
globalization, technological transformations, and dynamic market
changes. That is why our new board of directors unanimously
agreed that we will develop a long term strategy of seeking to mod-
ernize financial services regulation and deal with inconsistencies in
the current regulatory system.

We look forward to working with financial market participants,
regulators, and legislators, and you, Mr. Chairman, to ensure that
our financial services industry retains its preeminent status in the
world. Thank you very much, Mr. Chairman.

[The prepared statement of Mr. Lackritz can be found on page
138 of the appendix.]
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The CHAIRMAN. Thank you. And next is Mr. Thomas Stevens,
who is the immediate past president of the National Association of
Realtors.

STATEMENT OF THOMAS M. STEVENS, IMMEDIATE PAST
PRESIDENT OF THE NATIONAL ASSOCIATION OF REALTORS

Mr. STEVENS. Thank you, Mr. Chairman, and committee mem-
bers. Thanks for allowing us to do the soft shoe there.

My name is Tom Stevens. As the 2007 immediate past president
of the National Association of Realtors, and former president of
Coldwell Banker Stevens, I am here today on behalf of the more
than 1.3 million Realtors who work in all fields of commercial and
residential real estate.

The National Association of Realtors wholeheartedly supports
H.R. 698 as it closes a loophole that allows commercial companies
such as Home Depot to own state-chartered, federally insured
banks. Perhaps more importantly, the Industrial Bank Holding
Company Act of 2007 would restore one of our Nation’s most funda-
mental economic principles, the separation of banking and com-
merce.

I also thank Representative Gillmor for his dedication to pur-
suing a legislative solution to this important issue, which was
raised more than 4 years ago.

Let me be clear. Realtors have long supported the national policy
against the mixing of banking and commerce. We oppose any ef-
forts to weaken this policy, either by allowing commercial firms to
engage in banking, or by permitting large national banks to engage
in commercial activities, such as real estate brokerage and manage-
ment.

Realtors believe banking and commerce should remain separate
for three key reasons. First, we strongly believe that allowing com-
mercial firms to engage in banking would create inherent and ir-
reconcilable conflicts of interest.

Second, Realtors believe that giving large commercial firms the
benefits associated with owning a federally insured bank would sti-
fle competition in the marketplace. For example, if an ILC owned
by a commercial firm provided loans on more favorable terms to
suppliers or customers of its parent, it could put other commercial
firms at a disadvantage. Likewise, allowing national banks to en-
gage in commercial activities such as real estate would stifle com-
petition from nonbank firms that do not share such benefits.

Third, we believe that mixing banking and commerce poses sub-
stantial risks to the financial system. Over the last few years, regu-
lators at the Federal Reserve, the OCC, and the FDIC have consid-
ered giving banks the green light to engage in commercial activi-
ties. We believe such activities markedly increase the risk exposure
of national banks and could threaten the safety and soundness of
the entire banking system.

Banks should be in the business of banking, not selling cars,
home improvement supplies, or real estate brokerage. When bank-
ing activities and commercial activities and commercial activities
mix, it can be a recipe for disaster, bad for the economy, bad for
businesses, and bad for consumers.
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Realtors applaud Representative Gillmor and Chairman Frank
for taking the lead in this important issue. And we urge the House
Financial Services Committee to pass H.R. 698, the Industrial
Bank Holding Company Act of 2007.

We also encourage Congress to pass H.R. 111, the Community
Choice in Real Estate Act, which would similarly prevent large
banks from entering the real estate business.

And I want to thank you for your time and would be more than
happy to answer any questions.

[The prepared statement of Mr. Stevens can be found on page
200 of the appendix.]

The CHAIRMAN. Thank you, Mr. Stevens.

I am not, myself, going to ask questions. I want to assure the
panel it is not for lack of interest in what they say. Some of us
have been working on this for some time. There are newer mem-
bers who have concerns. I think we have had some serious con-
versations.

So with that, I am going to turn to the gentleman from Illinois,
Mr. Manzullo.

Mr. MANZULLO. Thank you. [—maybe the arguments here should
be centered not on safety and soundness which, Mr. Douglas, you
were talking about and Mr. Ghiglieri, among others. The issue here
is how big are you going to get before you smash the little guys?

Mr. Ghiglieri, do you want to take a stab at that question? Isn’t
that the issue?

Mr. GHIGLIERI. This is not an issue of competition. We are not
and never have been afraid of competition. We compete with every
financial services provider out there, from the big banks to the
ILCs to credit unions to payday lenders.

This is really about two 1ssues, and that is maintaining the sepa-
ration of banking and commerce, and providing a consolidated reg-
ulator at the holding company level for ILCs. But it is not about
competition; we are not afraid of competition.

Mr. MaNzuLLO. Okay. Some have called this the bank of Wal-
Mart. And some of the bankers that I have talked to have ex-
pressed a concern that when you get commerce on that level, that
indeed will hurt competition, or if not competition, the ability to
discern on the type of loan that should be given. Anybody want to
take a stab at that?

Mr. MCVICKER. It is really not about competition; it is about the
issue that has been addressed from numerous panelists and the
concern there is some safety and soundness risk, we believe, to the
industry and to the FDIC fund.

What Wal-Mart would be doing if they were approved remains
to be seen. But our position was the same before Wal-Mart filed
their application and remains the same after it has been with-
drawn. And that is the concerns, the safety and soundness both of
the regulatory system and the deposit insurance fund.

Mr. MANZULLO. Mr. Douglas?

Mr. DouaGLAs. I would say that if we’re concerned about threats
to the deposit insurance fund, there is certainly no evidence that
industrial banks pose that threat. And if we look historically back
the same 20-year period we've been looking at for commercial
banks, one would say that consolidated supervision might pose a
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fg)reai{ter threat to our safety and soundness than an industrial
ank.

Virtually every financial institution that has failed in the last 20
years has been subject to consolidated supervision. The point is not
that the Fed is a bad regulator or that the FDIC is a better regu-
lator. The point here with industrial banks is that the FDIC and
the States with their bank centric level of supervision has proven
to be a pretty effective way of protecting our financial system.

Mr. MANZULLO. Do you agree with that Mr. Ghiglieri?

Mr. GHIGLIERI. Yes. I just think that it is a mistake to look back-
wards at the ILC industry and say that the system is necessarily
sound because there have been no failures. I think we can all shud-
der to think what would have happened if WorldCom or Enron
would have had an ILC. Or, going forward, if the ILC industry con-
tinues to expand like I think all of us think would happen. And I
think that is where the threat to the deposit insurance comes in.

Mr. MANZULLO. Give us the worst possible scenario, if ILCs were
allowed. I mean, it is obvious that you oppose them. Obviously, you
oppose them.

Mr. GHIGLIERI. Well, I think you can look at the Japanese or the
German model. In Japan, I remember as a young banker back in
the 1970’s listening to expert after expert and report after report
talking about this wonderful Japanese economic model in this, you
know, incredible Japanese banking model that was really built on
commercial firms owning banks. It was projected to be the greatest
economy the world would ever know and they were going to come
to the United States and buy New York City brick-by-brick.

And as we reflect back on that model, I think we can all agree
that it has been a complete disaster. They've been stuck in a 20-
year recession and really have no hope of getting out of it. The
banking system is, in effect, insolvent. And I just—I can’t imagine
that is the system that we want for this industry that I love and
am so passionate about.

Mr. MANZULLO. What is the difference between an independent
bank having a presence in a Wal-Mart store and, for example, the
Wal-Mart store owning the bank itself?

Mr. GHIGLIERI. In a concept like that, it is—you know, a lot of
us have members that lease out space in Wal-Mart—it doesn’t have
to be Wal-Mart, it is a grocery store. There are all kinds of those
operations. But those are just strictly bank branches. They lease
out space and they sell their products and services. So it is much
different than those commercial firms owning those branches.

Mr. MaNzULLO. Mr. Douglas? I am trying to get a fight going
here, but you guys won’t put the gloves on.

Mr. DouGLAs. Well, the truth of the matter is, Wal-Mart is at-
tempting to meet the needs of its customers, were Wal-Mart to do
this, the same way a commercial bank is trying to meet the needs
of its customers, by finding locations where people can access prod-
ucts and services in a way that is convenient to them.

One might say that one is better or worse than the other, but
they are both subject to the same framework of laws and regula-
tions. I find no fundamental unfairness or difference associated
with one over the other.

Mr. MANZULLO. Mr. Lackritz?
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Mr. LACKRITZ. I would just say that I think the challenge you
have is, and I think someone said it earlier on the earlier panel,
that this thing, it is getting big and business is getting larger daily
and moving at a faster pace. And I think the challenge you have
is when you have a Wal-Mart that now owns a bank and you have
conflicting interests, everything is great when things are going
along well. You know, so was the real estate industry last year
when things were going along well, and now there are challenges.
And then the little things, subprime lending, those kinds of things
start to crop up.

But when you start to have that major corporation have some
challenges and conflict, then there is a conflict with its subsidiary
company or the bank that it owns, and you could have diverse deci-
sions being made or decisions being made that aren’t in the best
interests of the bank or the bank’s customers, versus the consumer
of the goods out there.

So I think it is an inherent conflict that you face.

Mr. MANzULLO. Thank you.

The CHAIRMAN. I am going to recognize Mr. Matheson. I would
just say that, in response to what Mr. Douglas said, the difference
to me is in the incentives to which the economic entity responds,
and that is the question, whether or not the incentive is that you
make money off the loan and also off the product that is going to
be bought with the loan and the extent to which that is going to
alter that decision. That is the difference. And obviously, people
keep talking about Wal-Mart, and it is true that Wal-Mart has
withdrawn its application, but that does not change our view.

I would note, however, in legal terms, Wal-Mart has withdrawn
its application without prejudice. I think it is very clear that the
reason Wal-Mart withdrew its application is that friends of the ILC
industry said to Wal-Mart, will you please stop screwing up our in-
dustry because you are making everybody mad and would you go
away. And they have withdrawn but they have not disappeared.
And if we were, in fact, I think, finally to announce that there
would be no such legislation and no moratorium, Wal-Mart would
have every right in the world to come back in again.

Mr. Matheson.

Mr. MATHESON. Thank you, Mr. Chairman.

I just wanted to clear up one issue that came up in the sub-
committee hearing last year as well, and that was comparing the
Japanese model to ILC regulation. And I asked the panel of regu-
lators in the subcommittee hearing last year if it’s comparable and
they said, no. So it is not exactly the same type of regulation.
Would you agree with that, Mr. Ghiglieri?
| Mr. GHIGLIERI. That may be the case. I mean, I am not a regu-
ator.

One thing that I do take issue with is this concept that ILCs and
all of the rest of us are regulated the same way. We are regulated
the same way at the bank level. But we have tremendous regula-
tion at the holding company level and for a bank our size, it is a
tremendous cost.

Mr. MATHESON. I think everyone stipulates to that, that there is
a different model of regulation. It is called bottom-up for ILCs; it
is top-down for other banks. And again, I don’t think anybody on
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this committee disagrees with that. The question is, is one right
and one wrong, or is there more than one right way to do some-
thing? And I think you know where I am coming from on that.

But I think it is just important that we note the ILC model and
the way we regulate in this country, I would not say that is the
Japanese model. I just think we ought to have that for the record.

You mentioned in your written testimony and your verbal com-
ments, Mr. Ghiglieri, imagine if WorldCom and Enron had banks.
And I would submit that instead of coming up with imaginary sce-
narios that sound pretty bad, let us look at the real scenario of
when Tyco and Conseco had banks, as Mr. Leary mentioned in the
previous panel. Are you familiar with that experience, where the
parent companies had financial difficulties, one went into bank-
ruptcy, and in both cases the ILC was separated from all those fi-
nancial troubles? Actually, one sold as a premium after the fact?

Mr. GHIGLIERI. Yes.

Mr. MATHESON. Okay, so that’s a real world example, compared
to imagining scenarios. And I think that’s important to point out,
that the bottom-up regulation worked in those circumstances.

Are you familiar with regulations 23A and 23B?

Mr. GHIGLIERI. Yes, I am.

Mr. MATHESON. Because in your testimony where you talk about
how Home Depot may pressure people and that, do you recognize
that would be a violation of existing law?

Mr. GHIGLIERI. Correct.

Mr. MATHESON. Okay. I just wanted to confirm that.

Mr. GHIGLIERI. And if I could just add to that? I think it is one
thing to have a corporate decision that there would be no violation
of 23A. But, you know, I think when you get down to the store
level, when you get an entity that has thousands of stores, and you
have people within those stores who are paid on the volume of
transactions that are processed, I think it is natural, and I am very
dubious about the fact that they would comply with that. And there
has to be someone who complains in order to have the issue raised.

Mr. MATHESON. I understand your concern.

Mr. GHIGLIERI. But you do acknowledge that the way you de-
scribe it would be in violation of law, what is in your testimony?

Mr. MATHESON. I want to make sure of that.

Just one quick observation for Mr. Connelly and Mr. Ghiglieri.
I have been in this job now for 6 years and 4 months and I have
had Utah community bankers come and meet with me on a peri-
odic basis. Not one has ever mentioned the ILC issue. They live in
the State where ILCs are based, we have all heard that. And they
have never expressed concern to me.

I am sure you can probably find somebody in your membership
who has written me a letter. That may be. I am just saying, in my
face-to-face meetings, they are far more concerned about issues—
and I am not getting into this issue, Mr. Chairman—they are far
more concerned about credit unions and whatnot than they are—

The CHAIRMAN. If the gentleman would yield, we are very glad
to accommodate the gentleman. But to have left the committee and
then introduce the credit union issue is certainly a violation of the
norm of—
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Mr. MATHESON. That is the benefit of leaving the committee, Mr.
Chairman.

The CHAIRMAN. The gentleman, I assume, would like to be wel-
comed back?

Mr. MATHESON. I am done. And I just again want to reiterate,
thanll({ you for your generosity in letting me participate today, Mr.
Frank.

The CHAIRMAN. I am just going to recognize myself for 1 minute,
just to make a comment on the point we talked about, and it has
to do with conflict of interest laws. And this is, in effect, the dis-
tinction between banking and commerce is a variant of a conflict
of interest law.

You do not pass conflict of interest laws to prohibit bad things.
You pass substantive laws to prohibit bad things. The reason for
laws prohibiting conflict of interest is that you want to reduce the
number of occasions in which the temptation to do those things
arises, in which incentives to violate the substantive laws are mag-
nified, and in which the difficulty of enforcing the substantive law
becomes more—greater. In other words, conflict of interest laws are
to prevent you from—they are anti-temptation laws; they are not
anti-act laws.

Now that may or may not be right in this case, but that is the
framework. So the fact that there are substantive laws that pre-
vent things doesn’t, in a number of other areas, tell us not to pass
laws that diminish the incentive and opportunity for those things
to happen.

1Idt}:iank the panel, I thank the members, and the hearing is con-
cluded.

[Whereupon, at 12:46 p.m., the hearing was adjourned.]
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Chairman Frank, Ranking Member Bachus and members of the Committee, I appreciate
the opportunity to testify on behalf of the Federal Deposit Insurance Corporation (FDIC)

concerning industrial loan companies and industrial banks (collectively, ILCs).!

The FDIC welcomes careful consideration by Congress of the issues regarding
commercial ownership of ILCs. These issues are complex and involve key questions of public
policy that are most appropriately determined by Congress. This hearing and congressional
discussions regarding possible legislative actions are encouraging developments that hopefully
will lead to the resolution of key ILC-related issues by the end of the year. Legislative action
that clarifies the role and supervision of ILCs would be strongly welcomed and carefully

implemented by the FDIC.

In July 2006, the FDIC imposed a six-month moratorium on ILC applications for deposit
insurance and notices of change in control. Recently, the FDIC Board voted to extend the
moratorium for an additional year for those applications for deposit insurance and change in
control notices for ILCs that will become subsidiaries of companies engaged in non-financial
activities, i.e., commercial activities.? This moratorium extension will allow the FDIC to

carefully weigh the safety and soundness concerns that have been raised regarding

! The terms “industrial loan company” and “industrial bank” mean any insured State bank that is an industrial bank,
industrial loan company, or other similar institution that is excluded from the definition of “bank™ in the Bank |
Holding Company Act of 1956 (BHCA) pursuant to section 2(c)(2)(H) of the BHCA, 12 U.S.C. 1841(c)(2)(H).

% For purposes of the extended moratorium, the term “financial activity” includes: (i) banking, managing or
controlling banks or savings associations; and (ii) any activity permissible for financial holding companies under 12
U.S.C. 1843(k), any specific activity that is listed as permissible for bank holding companies under 12 U.S.C.
1843(c), as well as activities that the Federal Reserve Board (FRB) has permitted for bank holding companies under
12 CFR 225.28 and 225.86, and any activity permissible for all savings and loan holding companies under 12 U.S.C.
1467a(c). The term “non-financial activity” is any other activity. The FDIC intends to follow the guidance of the
FRB and OTS in its interpretations of the term “financial activity” and to consult with the FRB and/or OTS before
making any decisions.



54

commercially-owned ILCs. At the same time, the extension of the moratorium provides an
opportunity for Congress to consider the important public policy issues regarding the ownership

of ILCs by commercial companies.

Although the FDIC is not endorsing any particular legislative proposal, we are committed
to providing Congress with any technical assistance necessary to assist passage of legislation that
addresses the important issues regarding ILCs. My testimony will briefly discuss the history and
characteristics of ILCs, and the FDIC’s recent actions relative to ILCs. Finally, I will discuss

possible enhancements to H.R. 698, the Industrial Bank Holding Company Act of 2007.

Background

In existence since 1910, ILCs are state-chartered insured depository institutions that are
supervised by their chartering states and the FDIC. - ILCs (also known as industrials, industrial
banks, or thrift and loans) historically operated similar to finance companies, providing loans to
wage earners who could not otherwise obtain credit. The FDIC has been involved in the

supervision of ILCs since 1934 when 29 ILCs received deposit insurance coverage.

ILCs have proven to be a strong, responsible part of our nation’s banking system and
offered innovative approaches to banking. Many have contributed significantly to community
reinvestment and development. For example, a non-profit community development corporation
operates an ILC designed for the express purpose of serving the credit needs of people in East

Los Angeles. Other ILCs serve customers who have not traditionally been served by other types
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of financial institutions, such as truckers who need credit to buy fuel far from home. The record
to date demonstrates that the overall industry has operated in a safe and sound manner, and that

the FDIC has been a vigilant, responsible supervisor of that industry.

The modern evolution of ILCs began in 1982 with the passage of the Garn-St Germain
Depository Institutions Act, which expanded ILCs’ eligibility to apply for federal deposit
insurance. In 1987, the Competitive Equality Banking Act (CEBA) excluded certain ILCs from
the definition of “bank” in the Bank Holding Company Act (BHCA). As aresult, any company
could control an ILC without necessarily being subject to consolidated supervision under the
BHCA. In order to be excluded from the BHCA, the ILC must have received a charter from one
of the limited number of states issuing them and the law of the chartering state must have
required federal deposit insurance as of March 5, 1987. In addition, the ILC must meet one of
three conditions:®> (1) the TLC must not accept demand deposits; (2) its total assets must be less
than $100 million; or (3) control of the ILC has not been acquired by any company after August
10, 1987. A company that controls an ILC is not required to be subject to supervision by the
Federal Reserve Board (FRB) and, therefore, can engage in commercial activities. While the
parent companies of ILCs are not required to be supervised by the FRB or the Office of Thrift

Supervision (OTS), several such companies are supervised by these agencies.

As of January 31, 2007, there were 58 insured ILCs, with 45 based in Utah and
California. ILCs also operate in Colorado, Hawaii, Indiana, Minnesota and Nevada. Because

the powers of the ILC charter are determined by the laws of the chartering state, the authority

3 Bank Holding Company Act section 2(c)(2)(H), 12 U.S.C. 1841(c)(2)(H).
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granted to an ILC may vary from one state to another and may be different from the authority
granted to commercial banks. Over time, some of the chartering states expanded the powers of
their ILCs to the extent that some [LCs now generally have the same powers as state commercial
banks. Typically, an ILC may engage in all types of consumer and commercial lending
activities, and all other activities permissible for insured state banks, except that some states do

not permit ILCs to offer demand deposit accounts regardless of institution size.

Profile

1L.Cs represent a relatively small share of the banking industry, accounting for less than
one percent of the almost 8,700 insured depository institutions and approximately 1.8 percent of
industry assets. Attachment 1 provides a list of operating ILCs with their asset and deposit data

as of December 31, 2006.

At year-end 1995, total ILC assets were approximately $12 billion. Beginning in 1996, a
number of financial services firms that controlled ILCs began offering their clients the option of
holding their uninvested funds in insured deposits in the ﬁrms; ILCs through sweep deposit
programs. Also in 1996, American Express moved its credit card operations from its Delaware
credit card bank to its Utah ILC, causing a substantial increase in ILC assets. As a result of these
and other developments, between year-end 1995 and year-end 2006, total ILC assets grew from
approximately $12 billion to $213 billion. More than 60 percent of that growth is attributable to

a small number of financial services firms (see Attachment 2).
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Of the 58 existing I1.Cs, 43 are either widely held or controlled by a parent company
whose business is primarily financial in nature. These include IL.Cs owned by such companies
as Merrill Lynch & Co., Inc., American Express Company and Morgan Stanley. These 43 ILCs
represent approximately 85 percent of the ILC industry’s assets and 89 percent of the ILC
industry’s deposits as of December 31, 2006. The remaining 15 ILCs are associated with parent

companies that may be considered non-financial in nature.
Supervision

ILCs are supervised by the FDIC in the same manner as other state nonmember banks.
Théy are subject to regular examinations, including examinations focusing on safety and
soundness, consumer protection, community reinvestment; information technology and trust
activities. Four of the largest and most complex ILCs are subject to near continuous on-site
supervision. ILCs are subject to FDIC Rules and Regulations, including Part 325, pertaining to
capital standards, and Part 364, pertaining to safe-and-sound standards of operation. In addition,
ILCs are subject to restrictions under the Federal Reserve Act governing transactions with
affiliates and tying practices, as well as consumer protection regulations and the Community
Reinvestment Act. Just as for all other insured banks, ILC management is held accountable for
ensuring that ali bank operations and business functions are performed in a safe and sound

manner and in compliance with federal and state banking laws and regulations.

The primary difference in the supervisory structures of ILCs and other insured depository

institutions is the type of authority that can be exerted over a company that controls the
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institution. The FRB and the OTS have explicit supervisory authority over bank and thrift
holding companies, inciuding some holding companies that currently own ILCS. The FDIC has
the authority to examine the affairs of any affiliate of an ILC, including a parent company and
any of its subsidiaries, as may be necessary to disclose fully the relationship b.etween the ILC
and the affiliate, and the effect of any such relationship on the ILC. However, as a practical
matter, where the parent of an ILC is supervised by the FRB or OTS, the FDIC routinely
coordinates with these agencies in obtaining sugh information regarding affiliates. In the case of
an affiliate that is regulated by the Securities and Exchange Commission (SEC) or a state
insurance commissioner (functional regulators), the FDIC and the functional regulator share

information.

FDIC supervisory policies regarding any depository institution, including an ILC, are
céncemed with organizational relationships, particularly compliance with the rules and
regulations intended to prevent potentially abusive practices. The scope and depth of review
vary depending upon the nature and extent of intercompany relationships and the degree of risk

posed to the depository institution.

The FDIC’s overall examination experience with ILCs has been similar to the larger
population of insured instituﬁons, and the causes and patterns displayed by problem ILCs have
been like those of other institutions. As noted in the Government Accountability Office’s 2005
report on ILCs, “from an operations standpoint [ILCs} do not appear to have a greater risk of

failure than other types of depository institutions.”™ The authorities available to the FDIC to

* Government Accountability Office (GAO), Industrial Loan Corporations: Recent Asset Growth and Commercial
Interest Highlight Differences in Regulatory Authority, September 2005, p. 24.
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supervise ILCs have proven to be adequate thus far for the size and types of ILCs that currently
exist. However, the number, size and types of commercial applicants have changed significantly

in recent years, causing the FDIC to carefully examine this new ILC environment.
Recent FDIC Actions Regarding ILCs
Moratorium and Request for Public Comment

On July 28, 2006, the FDIC imposed a six-month moratorium on action with respect to
all ILC deposit insurance applications and change in control notices. The purpose of the
moratorium was to enable the FDIC to further evaluate: (1) industry developments; (2) the
various issues, facts, and arguments raised with respect to the ILC industry; (3) whether there are
emerging safety and soundness issues or policy issues involving 11.Cs or other risks to the
insurance fund; and (4) whether statutory, regulatory, or policy changes should be made in the
EDIC’s oversight of ILCs in order to protect the deposit insurance fund or support important

congressional objectives.

Subsequently, on August 23, 2006, the FDIC published in the Federal Register a request
for public comment on twelve questions regarding ILCs and their ownership.5 The FDIC
received over 12,600 commeni letters in response to the Request for Public Comment during the
comment period. Although the vast majority of comments were directed at specific pending
applications or notices, a number of comments addressed substantive issues concerning the ILC

industry and its regulation.

’See Industrial Loan Companies and Industrial Banks, 71 FR 49456 (Aungust 23, 2006).
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The FDIC's experience and the comments suggest that no risk or other possible harm is
unique to the ILC charter. Rather, concerns about ILCs are focused on their ownership and
proposed business models or plans. Consequently, the FDIC’s analysis of how to proceed
focused primarily on the proposed owners of ILCs.” At the time that the initial moratorium
expired on Jenuary 31, 2007, eight ILC deposit insurance applications and one change in bank

control notice were pending before the FDIC.
The Moratorium Extension

Based on the concerns regarding IL.C ownership raised during the moratorium period, the
FDIC Board extended the moratorium for ILCs that would be owned or controlled, directly or
indirectly, by commercial companies. The business plans for these ILCs tend to be more
complex and differ substantially from the consumer lending focus of the original ILCs. In many
instances, these ILCs directly support one or more affiliate’s commercial activities or serve a
particular lending, funding or processing function within a larger organizational structure. Under
this kind of ownership model, consolidated supervision would generally not be present, raising
concems that the supervisory infrastructure may not provide sufficient safeguards to identify and
avoid or control safety and soundness risks and the risks to the Deposit Insurance Fund. As a
result, the FDIC determined that this class of ownership needs further study and consideration on
two key issues: (1) what, if any, increased risks are created by commercial company ownership

and (2) how well current supervisory models apply to such owners.
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In addition, the FDIC determined that it is appropriate to provide Congress with a
reasonable period to consider the developments in the ILC industry and, if necessary, to make
revisions to existing statutory authority. Even though the FDIC has anthority to act on any
particular application, notice, or request involving an ILC, the FDIC considered the potential
effect of the extended moratorium on individual applicants and propenents, including

comumercial companies, and believes that congressional resolution of these issues is preferable.

Consequently, the FDIC concluded that the moratorium should be extended through
January 31, 2008 for ILCs that would be owned or controlled, directly or indirectly, by
companies engaged in commercial activities. The extension will allow the FDIC needed time to
evaluate the various issues, facts, and arguments associated with the ownership of an ILC by a

commercial company, and allow Congress time to-consider legislation concerning ILCs.

Under the extended moratorium, the FDIC will take no action to accept, approve, or deny
any application for deposit insurance, or to accept, disapprove, or issue a letter of intent not to
disapprove any change in control notice, with respect to any ILC that would become a direct or
indirect subsidiary of a company engaged in commercial activities. Although commercially
owned ILCs have not resulted in serious problems to date, the FDIC will continue to closely
monitor existing ILCs that currently are controlled by commercial companies in light of the

concerns that have been expressed.

The moratorium extension does not dpply to, and the FDIC will proceed with action on,

any application for deposit insurance or any change in control notice with respect to: (1) any ILC
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that would become a subsidiary of a company or companies engaged only in financial activities;

and (2) ahy ILC that would not become a subsidiary of a company.

Generally, ILCé owned by individuals do not present the same issues as ILCs owned by
commercial companies. An ILC owned by individuals is not subject to the BHCA, and has no
parent company or subsidiary of a parent company that could present safety and soundness risk
or a conflict of interest with the ILC.. ILCs that are owned by financial companies that are
subject to fcderél consolidated bank supervision, such as bank holding companies, financial
holding companies, and thrift holding companies, generally are subject to the examination,
reporting, and monitoring systems of bank supervisors, which can be effective tools in
preventing an affiliate’s activities from causing a safety and soundness risk to the ILC.
Importantly, holding companies that are expected to serve as a source of strength to their
subsidiary insured depository institutions provide a resource for an insured bank in need of
additional capital.® The FDIC believes that these classes of ILC ownership do not need further

study and that the supervisory tools currently available to the FDIC are adequate.
Notice of Proposed Rulemaking -- Part 354 of the FDIC'’s Rules and Regulations

ILCs to be owned by financial companies not subject to federal consolidated bank

supervision present some of the same issues as ILCs owned by commercial companies.

The Gramm-Leach-Bliley Act of 1999 significantly limited the ability of the Federal Reserve Board to impose
capital standards on functionally-regulated subsidiaries of a bank holding company. Functionally-regulated
subsidiaries generally include any company that is a securities broker/dealer, an i adviser, an in

company, an insurance company, or an entity subject to supervision by the Commodities Futures Trading
Commission (CFTC). See 12 U.S8.C. 1844(c). Furthermore, the FRB may not require such a company that is either
a bank holding company or an affiliate of the depository institution to provide funds or other assets to the depository
institution if the state insurance regulator or the SEC objects. See 12 U.S.C. 1844(g).

10
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However, the FDIC is seeking comment on whether those issues can be controlled or minimized
through existing regulatory authority. Specifically, the FDIC is proposing additional safeguards
that provide adequate protections for the safety and soundness of the insured ILCs and for the

protection of the Deposit Insurance Fund.

The FDIC has published a Notice of Proposed Rulemaking to enhance its supervisory
tools for this class of institutions. While the Notice of Proposed Rulemaking is pending, the
FDIC will consider, on a case-by-case basis, deposit insurance applications and change in control
notices with respect to ILCs that would become a subsidiary of one or more compaﬁies engaged
only in financial activities that are not subject to federal consolidated bank supervision by the

FRB or the OTS.

Among the concems regarding an TL.C being controlled by a company or layers of
companies that lack federal consolidated bank supervision are the need for the parent company to
serve as a source of capital and liquidity for the subsidiary ILC, the difficulty in identifying
problems or risks that may develop in the company or its subsidiaries, and controlling or
preventing the extent to which these risks affect the ILC. More specifically, concerns have
emerged regarding the transparency of parent companies and their subsidiaries, the extent to
which a parent company will serve as a source of strength for the ILC subsidiary, and

dependence of the ILC on the parent company and its subsidiaries.

The proposed regulation would establish a set of comprehensive safeguards through a set

of federal standards and requirements that the FDIC can apply and enforce independent of the

11
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state authorities.” The proposed rules are intended to provide the safeguards to identify and
avoid or control, on a consolidated basis, the safety and soundness risks and the risks to the
Deposit Insurance Fund that may result from ownership by a financial company not subject to
consolidated federal bank supervision. The proposed rules will provide enhanced transparency

and a system of controls proposed to address the risks presented by such ownership structures.

The conditions and requirements of the proposed regulation are not novel. In many cases
financial companies, such as companies engaged in securities or mortgage lending, come under
some type of supervision already and, therefore, are accustomed to some form of regulatory
structure and supervision. Moreover, some of the requirements that would be imposed by these
proposed rules have been imposed in the past on a case-by-case basis. For example, in the
course of considering deposit insurance applications or change in control notices, the FDIC has
required parent companies to execute written agreements to maintain a subsidiary bank’s capital
and/of liquidity at certain minimum levels. In addition, the FDIC has required that banks -
maintain their capital at certain levels and obtain the FDIC’s prior consent before making
changes to their business plans. Also, the FDIC has imposed conditions aimed at ensuring the

independence of the board of directors at subsidiary ILCs.

The FDIC is not proposing any changes in its regulation or supervision of ILCs that will
be directly controlled by one or more individuals. Furthermore, the FDIC is not proposing any

changes in its regulation or supervision of an ILC that will become a direct or indirect subsidiary

7 While some of the chartering states do have supervisory authority over companies that control industrial bank
subsidiaries, that is not true of all of the states that charter industrial banks.

12
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of a financial company that is subject to federal consolidated bank supervision (i.e., a bank

holding company, a financial holding company, or a thrift holding company).

The proposed rules also will not apply to ILCs that are already owned by financial
companies not subject to federal consolidated bank supervision. However, the FDIC will
continue to exercise close supervision of these ILCs and any risks that may be created in the
future from their parent companies or affiliates to ensure that these institutions continue to
operate in a safe and sound manner. In addition, while the proposed rules are pending, the FDIC
will consider utilizing some or all of the supervisory measures included in the proposed rules in
processing deposit insurance applications and change in control notices with respect to ILCs

controlled by financial companies not subject to federal consolidated bank supervision.

In publishing the proposed rules, and in extending the moratorium for one year, the FDIC
is not expressing any conclusion about the propriety of control of ILCs by commercial
companies. Rather, the FDIC has determined that it is appropriate to take a cautious approach
designed to provide greater transparency and to limit the potential ﬁsks to ILCs and to the

Deposit Insurance Fund.
H.R. 698, the Industrial Bank Holding Company Act of 2007
The FDIC strongly supports efforts to provide statutory guidance on the key issues

regarding the TLC charter, especially the issue of commercial ownership. As I discussed earlier

in my testimony, many of the issues surrounding ILC ownership involve important public policy

13
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considerations that should be resolved by Congress. Although the FDIC is not endorsing any
particular legislative approach to resolving ILC issues, H.R. 698, the Industrial Bank Holding
Company Act of 2007 provides a workable framework for the supervision of ILCs and their

holding companies.

In reviewing H.R. 698, the FDIC did not consider the issues regarding the appropriate
levels of commercial activities, preferring to leave this fundamental issue to the legislative
process for resolution. However, the FDIC did identify some concepts that would improve and

strengthen the bill with regard to the supervision of ILC holding companies. .

H.R. 698 would expressly provide the FDIC with severai important supervisory
authorities with respect to ILC holding companies. For example, the bill would provide‘the
FDIC with the express authority to examine the holding company and each subsidiary of the
holding company to substantially the same extent that the FRB may examine bank holdihg
companies and their subsidiaries. Likewise it provides comparable authority to require reports

and recordkeeping.

Other provisions of H.R. 698 are not comparable to the supervisory tools provided to the
FRB with respect to bank holding companies. For example, the FDIC should have the same
express authority as the FRB to impose consolidated capital requirements on the holding
company. Capital is a critical pillar of the safety and soundness of our insured institutions, and
the authority to require a certain minimum level of consolidated capital would help ensure that a

holding company serves as a source of strength for the insured institution.

14
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With the addition of authority to impose consolidated capital requirements and other
authorities of the Bank Holding Company Act, H.R. 698 would provide the FDIC with
supervisory powers over ILC holding companies that are comparable to the FRB’s powers over
bank holding companies. This improved statutory framework should provide the FDIC with the

tools to effectively supervise ILC holding companies.
Conclusion

The ILC charter has proven to be a strong, responsible part of oﬁr nation’s banking
system. ILCs have offered innovétive approaches to banking. Many have contributed
significantly to community reinvestment and development. Yet, the types and number of ILC
applications have evolved in recent years and these changes raise potential risks that deserve
further study and important public policy issues that are most appropriately addressed by

Congress.

The FDIC has the responsibility to consider applications under existing statutory criteria
and make decisions. While it is appropriate to proceed cautiously, the FDIC cannot defer action

on these matters indefinitely.
The current statutory exemption providing for the ILC charter is quite broad. By

providing clear parameters to the scope of the charter, Congress can eliminate much of the

uncertainty and controversy surrounding it. Resolving these issues will enhance the value of the

15
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ILC charter going forward. The FDIC looks forward to working with Congress in the coming

months as you work to bring these matters to closure in the coming year.

This concludes my statement. I will be happy to answer any questions that the

Committee might have.

i6
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Attachment 1

27374 | 10/31/1988 | MERRILL LYNCH BANK USA 67,234.7 | 54,805, YT | Merrilt Lynch
57565 9/15/2003 | UBS BANK USA 22,009.1 19,269, 3 UBS AG
27477 ] 3/20/1989 | AMERICAN EXPRESS CENTURION BANK .086.8 4,446, Ut American Express
32992 | 5/25/1990 | MORGAN STANLEY BANK 0188 | 16,5564 | UT | Morgan Stanley
57803 8/2/2004 | GMAC BANK ,.937.0 ,910. UT | Cerberus/GMAC
25653 | 9/24/1984 | FREMONY INVESTMENT & LOAN 9154 | 10,089, CA | Fremont General Corporation
57485 7/6/2004 | GOLDMAN SACHS BANK USA ,648. 11,0194 UT_ | Goldman Sachs
34351 5/27/1996 | USAA SAVINGS BANK ,825. 14, N USAA Life Company
57529 4112003 CAPMARK BANK 773, ,880. Ul Capmark Financial Group / GMAC
58009 | 8/24/2005 | LEHMAN BRO. COMMERCIAL BANK 224 ,633. Y Lehman Brothers Holdings inc. R
3557 1072072000 | CIT BANK 829, 312, U CIT Group
3514 11/12/1999 | BMW BANK OF NORTH AMERICA 219 8910 1 Y BMW Group
3377 21211993 | GE CAPITAL FINANCIAL INC 591 218, Y GE (General Electric)
3353 12/16/1991 | ADVANTA BANK CORP 1958, 1,374, 3] Advanta
5783 8/2/2004 BEAL SAVINGS BANK 9186 81, NV _| Beai Financial Corporation
25686 10/5/1984 | FIRESIDE BANK 382.. 1,162, CA _} Unitrin, inc.
34519 | 9/22/1997 | MERRICK BANK ,032.4 813, UT_ | CardWorks, LF
34697 6/1/1998 | WRIGHT EXPRESS FINL SERVICES 815. 622, UT_ | Wright Express
|_32707 11/3/1989 | CENTENNIAL BANK 7611 621, CA | Land America Financial Group
| 25158 6/4/1984 FINANCE FACTORS, LTD 72! 487 Hi Finance Enterprises
| 57225 11012002 | VOLKSWAGEN BANK USA 365.. 488. [V Volkswagen
4509 /161998 | PITNEY BOWES BANK INC 344.0 16 [ Pitney Bowss
34! 20/1991 | TAMALPAIS BANK 501.8 59, C Epic Bancorporation
347 0/1/1898 i TRANSPORTATION ALLIANCE BK 483.2 406, Y] Flying J, Inc.
580 ¥29/2005 | MAGNET BANK 458.7 406, Ut No affifiation
581 11/28/2005 | SALLIE MAE BANK 438, 293, U1 Sallie Mag ™ -
{35260 | 11/12/1999 | REPUBLIC BANK INC 437. 78, ) No affiliation
57408 | 7/21/2003 | EXANTE BANK 391 295, UT | UnitedHeaith Group
26363 | 9/10/1985 | COMMUNITY COMMERCE BANK 343, 2271 C TELACY
27330 | 8/26/1988 | SWVERGATE BANK 338. 207 CA |} Silvergate Capital
|_57449 | 12/22/2003 | MEDALLION BANK 309 258, UT | Medallion Financial
|.34820 4/3/2000 | SECURITY SAVINGS BANK 278, 172, NV__| Stampede Capital LLC
32743 1/22/1990 | CIRCLE BANK 204.. 131, CA | New West Bancshares
57571 12/1/2003 WORLD FINANCIAL CAPITAL BANK 93. 123, UT__| Alliance Data Systems
5754 8/16/2004 OYOTA FINANCIAL SAVINGS BANK 75.4 271 NV | Toyota
|..26704 7/3/1986 ALBOA THRIFT & LOAN ASSN 73. 155, CA__| Haff Bancorporation
91005 11/5/1985 STAR BANK 65.7 130. €O | Armed Forces Benefit Association
26271 6/3/1985 | HOME BANK OF CALIFORNIA 64.6 1104 CA_| La Jolla Savers and Morigage Fund
90017 7/21/1987 | FIRST FINANCIAL BANK 48.0 31 CO | First Data Corp.
57293 6/3/2002 | ENERBANK 47. 128. ur CMS Energy
27539 | 6/28/1989 | FIRST SECURITY THRIFT CO 40, 78, CA | First American Corp
26615 | 2/25/1986 | GOLDEN SECURITY BANK 34,1 109, CA__{ No affiliation
25870 | 12/17/1984 | FINANCE & THRIFT CC EX 95 CA F&T Financiai Services, Inc.
25803 | 12/17/1984 | RANCHO SANTA FE TH & | ASSN 99, 69, CA Semperverde Hoiding Company.
57056 /172001 | CELTIC BANK 95, 17, ut Celtic investment, Inc.
990 | TUSTIN COMMUNITY BANK 56.4 45, CA o affiliation
990 | THE MORRIS PLAN COMPANY 55.4 41 IN First Financial Corporation
811987 | HOME LOAN INDUSTRIAL BANK 53. 43 €O _| Home Loan Investment Company
005 | ALLEGIANCE DIRECT BANK 38. A UT | Leavilt Group Enterprises, Inc.
35228 | 11/311999 | ESCROW BANK USA 34, . UT | Capmark Financial Group / GMAC
26755 87741986 | MINNESOTA 18T CREDIT & SVG INC 5. 18, MN i Minnesota Thrift Company
34313 | 8261997 | EAGLEMARK SAVINGS BANK 4. K N Harley-Davidson
58148 /26/2006 | LCA BANK CORPORATION 8.4 13 Ul Lease Corporation of America
34404 | 5/15/1997 | WEBBANK 15. K Ul Steel Partners it, LP
35533 0152000 | FIRST ELECTRONIC BANK 14. . u Fry's Electronics
57769 /27/2004 | TARGET BANK 14. . U Target oration
34549 | 9/22/4997 | AMERICAN SAVINGS INC X . MN | Waseca Bancshares
35400 1/12/2001 | TRUST INDUSTRIAL BANK 2, .6 CO_ | FISERV
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Attachment 2

ASSETS OF 58 CURRENT FDIC-INSURED ILCs, 1986 - 2006
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Testimony of Robert Colby, Deputy Director
Division of Market Regulation, U.S. Securities and Exchange Commission

CONCERNING THE CONSOLIDATED SUPERVISION OF U.S. SECURITIES

FIRMS AND AFFILIATED INDUSTRIAL LOAN CORPORATIONS
Before the Financial Services Committee
U.S. House of Representatives

April 25, 2007

Chairman Frank, Representative Bachus and members of the Committee, I am
very pleased to have the opportunity this morning to describe the Securities and
Exchange Commission’s program for supervising U.S. securities firms on a consolidated
basis. 1look forward to explaining how this system of supervision provides protection to
all regulated entities in the consolidated group, including the Industrial Loan Companies
that are the topic of this morning’s hearing. And [ appreciate the discussions we have
had with Chairman Frank and the staff about possible amendments to H.R. 698, the bill
under consideration this moring, that would avoid subjecting U.S. securities firms
already supervised by the Commission under a comprehensive and effective program, to

a second and duplicative consolidated supervision regime.

The Commission currently supervises five of the major U. S. securities firms on a
consolidated, or group-wide, basis: Bear Stearns, Goldman Sachs, Lehman Brothers,

Merrill Lynch and Morgan Stanley. For such firms, referred to as consolidated
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supervised entities or “CSEs”, the Commission oversees not only the US registered
broker-dealer, but also the holding company and all affiliates ;)n a consolidated basis.
These affiliates also include other regulated entities, such as foreign-registered broker-
dealers and banks, as well as unregulated entities such as derivatives dealers. Four of the
firms, Goldman Sachs, Lehman Brothers, Merrill Lynch and Morgan Stanley own ILCs
that account for 1.0%, 0.6%, 7.2% and 1.2% of consolidated assets, respectively. Three
of the firms, Lehman Brothers, Merrill Lynch and Morgan Stanley also own thrifts that

account for 3.3%, 1.7% and 0% of the consolidated assets of each firm respectively.

The CSE program provides consolidated supervision to investment bank holding
companies that is designed to be broadly consistent with Federal Reserve oversight of
bank holding companies. This prudential regime is crafted to allow the Commission to
monitor for, and act quickly in response to, financial or operational weakness in a CSE
holding company or its unregulated affiliates that might place regulated entities,
including US and foreign-registered banks and broker-dealers, or the broader financial
system at risk. When a CSE firm has a regulated entity in the consolidated group that is
subject to oversight by another functional regulator, the Commission defers to that
functional regulator as the supervisor of the regulated affiliate. We also share relevant
information concerning the holding company with our fellow regulators, both
domestically and internationally. Indeed the Commission’s CSE program has been
recognized as “equivalent” to that of other internationally recognized supervisors,
including the U. S. Federal Reserve, for purposes of the European Union’s Financial

Conglomerates Directive.
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While maintaining broad consistency with Federal Reserve holding company
oversight, the CSE program is tailored to reflect two fundamental differences between
investment bank and commercial bank holding companies. First, the CSE regime reflects
the reliance of securities firms on mark-to-market accounting as a critical risk and
governance control. Second, the design of the CSE regime reflects the critical
importance of maintaining adequate liquidity in all market environments for holding

companies that do not have access to an external liquidity provider.

Before I describe the CSE program in detail, I will provide some historical
perspective. Over the past twenty years, the Commission, in its role as the functional
regulator of US broker-dealers, became increasingly concerned about the risk that a
broker-dealer may fail due to the insolvency of its holding company or an affiliate. This
risk, as broker-dealers have become affiliated with more and more complex holding
company structures, was exemplified by the bankruptcy of the Drexel Burnham Lambert
Group and the consequent liquidation of its broker-dealer affiliate in 1990. Post-Drexel,
the Commission and its staff undertook a ﬁumber of initiatives to conduct group-wide
risk assessments of financial institutions with significant broker-dealer subsidiaries. The
initiatives included (1) Commission risk assessment rulemaking using authority granted
by the Market Reform Act of 1990 requiring larger broker-dealers to provide certain
information about material affiliates, (2) creation of the Derivatives Policy Group
consisting of firms active in OTC derivatives that agreed to voluntarily provide
information to Commission staff about their OTC derivatives activities, and (3) the
Commission’s program for supervision of broker-dealers that register as OTC derivatives

dealers. These initiatives assisted the Commission in understanding how financial
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institutions with large broker-dealer subsidiaries manage risk globally at the group-wide
level, and have over time allowed the Commission to develop a unique capacity to

regulate securities firms.

Meotivated in part by the need for group-wide risk monitoring, and in part by
requirements of the European Union’s Financial Conglomerates Directive, which
essentially requires non-EU financial institutions doing business in Europe to be
supervised on a consolidated basis, the Commission in 2004 crafted a new
comprehensive consolidated supervision regime that was intended to protect all regulated
entities within a group including broker-dealers. The rule was designed to restrict
eligibility to those groups with a large and well-capitalized broker-dealer. In other
words, the Commission believed that it should only supervise on a consolidated basis
those firms engaged primarily in the securities business, and not holding companies
affiliated with a broker-dealer incidental to its primary business activity. As a result, the
rule effectively requires that the principal broker-dealer have tentative net capital,

measured as equity plus subordinated debt less illiquid assets, of at least $5 billion.

The CSE program has five principal components: First, CSE holding companies
are required to maintain and document a system of internal controls that must be
approved by the Commission at the time of initial application. Second, before approval
and on an ongoing basis, the Commission examines the implementation of these controls.
Third, CSEs are also monitored continuously for financial and operational weakness that
might place regulated entities within the group or the broader financial system at risk.
Fourth, CSEs are required to compute a capital adequacy measure at the holding

company that is consistent with the Basel Standard. Finally, CSEs are required to
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maintain significant pools of liquidity at the holding company, where these are available
for use in any regulated or unregulated entity within the group without regulatory:

restriction.

Before 1 expand on each of these in turn, I would like to point out that these five
principal program components are implemented in conjunction with the authority to
protect regulated entities within the groups. When potential weaknesses are identified,
the Commission has broad discretion under our rules to respond, for example by
mandating changes to a firm’s risk management policies and procedures, by effectively
requiring an increase in the amount of regulatory capital maintained at the holding
company, or by requiring an expansion of the pool of highly liquid assets held at the
parent. These powers are not theoretical abstractions. All three of the steps that I just
cited, namely requiring changes to risk management systems, requiring more capital, and

requiring more liquidity have been taken at various firms over the past two years.

1. The requirement to maintain and document a system of risk controls, including
measures to manage the market, credit, liquidity, legal, and operational risks associated
with a CSEs business activities, is vested in Exchange Act Rule 15¢3-4, by which CSEs
must abide. Review by the staff, and ultimate approval by the Commission, of this
system of risk controls is a critical part of the process by which each of the five
investment bank holding companies became a CSE. While in many respects the system .
of controls present at the CSE firm bears a strong similarity to analogous systems at other
large, complex and internationally active financial institutions, they do reflect the
importance to securities firms of daily mark-to-market of most positions as a risk

management and risk governance tool. Establishing effective controls around the mark
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process, particularly where less liquid or more complex products are concerned, is a
major focus both of the firm’s risk management and financial control functions, and of

the Commission’s supervision program.

2. Subsequent to approval, the Commission conducts periodic examinations of
the CSE’s risk and financial controls. These examinations are intended to test whether
the documented policies and procedures, particularly concerning the marking of positions
to market, ére implemented in a consistent and robust fashion. Examinations are focused
on the holding company and its unregulated affiliates. Banking affiliates, including ILCs,
already subject to supervision by a federal financial regulator are not subject to

Commission examination.

3. The CSE supervisory regime is designed to leverage the work of the control
functions within the firms. To monitor the financial and operational condition of the
holding company, and to verify that the risk control system is ﬁm’ctioning effectively, a
multi-disciplinary team of Commission staff, including economists, financial engineers,
and accountants, meet regularly with senior risk managers, financial controllers, treasury
personnel, and internal auditors of the CSEs. A key theme throughout these discussions
is risk concentration, and how the control functions collectively manage concentrated

exposures of various types.

Commission staff meets monthly with senior market and credit risk managers of
the CSEs charged with managing a bidirectional flow of risk information between the
trading businesses which take market and credit risk, and the senior management. In one
direction, value-at-risk and other techniques are used to aggregate exposures across

diverse businesses with different underlying risk factors both for internal risk
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management and regulatory capital computations. In the other direction, a granular
system of limits articulates to each business or desk the risk appetite of senior
management. During the monthly meetings, the performance of the models and
aggregation tools are assessed, by comparing ex ante measures of risk with ex post
realizations of gain and loss.- The monthly discuséion is structured around a review of

risk reporting and analytics prepared for the internal use of the firm’s management.

On a quarterly basis, Commission staff meets with CSE treasury personnel at each
firm. The focus of the discussion is the liquidity position of the holding company and, in
particular, the amount and nature of liquid assets that are held at the parent, and thus
available for use anywhere within the group. Of equal importance, however, are the less
liquid assets held by the firm. The CSE firms use a liquidity scenario, approved by the
Commission, which is intended to capture the effects of a prolonged market stress event
to calibrate liquidity requirements, which includes retirement of outstanding short-term
debt and additional funding requirements reflecting a presumed deterioration in the
ability to fund less liquid assets through repo and repo-like transactions. During the
quarterly discussion, material changes in the liquidity requirements generated by this

analysis are discussed.

Quarterly meetings are also held with the CSE financial controllers to review the
financial results including significant profit or losses at the desk level. Financial results
are also compared with the risk exposures theoretically associated with those gains or
losses as a means of validating that the risk measurement systems are functioning
properly. The results of the firm’s internal price testing processes, intended to validate

the marking-to-market of complex and illiquid products, are also reviewed.
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Also on a quarterly basis, Commission staff meets with CSE internal auditors to
cover significant audit findings and the evolution of the audit plan throughout the year.
The resolution of findings, or their escalation to the firm’s audit committee, is tracked.
Selected audit reports, particularly those related to risk governance, are discussed in

detail with the audit staff,

4. The on-site work described above is augmented by the Commission staff’s
review of monthly holding company capital adequacy measures, which are required
under the CSE rule to be computed in a manner consistent with the Basel Standard.
While not required by the rule, all of the firms are applying Basel II and its advanced
approach to credit risk exposure. Each CSE has undertaken to maintain a ratio of
regulatory capital to risk-weighted assets of at least 10 percent, the Federal Reserve’s

standard for a well-capitalized institution.

5. The final component of the program is a liquidity pool that each CSE is
required to maintain at the parent level. In addition to the Basel capital calculationk
required of CSE firms, the Commission also requires CSE firms to meet certain liquidity
standards. Securities firms rely on a wide range of funding sources, notably repo and
repo-like secured financing of assets. In the face of any crisis — whether real or only
perceived — secured lenders are likely to require significantly more collateral while
unsecured lenders may disappear altogether. CSE firms must conscientiously manage
this liquidity risk using their own resources. There are a number of instances where
securities firms that were adequately capitalized by the measures of the day collapsed
because the asset side of the balance sheet proved insufficiently liquid to withstand a

stress event. Thus, under the CSE program, the Commission looks not just at capital
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adequacy, but also at the liquidity of the assets being supported by that capital through an
additional set of standards. Generally, each CSE firm must have sufficient stand-alone
liquidity and sufficient financial resources to meet its expected cash outflows in a
stressed liquidity environment for a period of at least one year. To meet these standards,
each CSE firm holds a substantial amount of liquid assets that are available to the
ultimate holding company and its subsidiaries to deal with a crisis or perceived crises
anywhere within the organization. Again consistent with the Commission’s authority

under the rule, each CSE has undertaken to maintain a liquidity pool of specified size.

I have described this morning a system of consolidated supervision that I believe
effectively achieves the goal of reducing the likelihood that weakness within the holding
company or an unregulated affiliate will place a regulated entity, including an ILC, or the
broader financial system, at risk. 1have described the means by which we monitor on an
ongoing basis the financial and operational condition of the CSE holding companies,
leveraging our many years of experience in overseeing broker-dealers and their affiliated
holding companies. And I'have described our broad authority under the CSE rules to
take action in the event of a weakness or potential weakness. Further, while the program
is similar to other consolidated supervision regimes, notably the Federal Reserve’s
oversight of Bank Holding Companies, the CSE regime is tailored to reflect the reliance
of securities firms on mark-to-market accounting as a critical risk and governance
control, as well as the need for such firms to maintain adequate internal liquidity sources
to withstand market stress events. Finally, the CSE program is recognized internationally
as providing consolidated supervisory oversight of our largest U.S. securities firms that is

equivalent to that of well recognized federal banking regulators.
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In conclusion, while we generally support the goals of the H.R. 698, the bill as
introduced would subject the CSEs that already are highly regulated under the
Commission’s consolidated supervision program to an additional layer of duplicative and
burdensome holding company oversight. The bill should be amended to recognize the
unique ability of the Commission to comprehensively supervise the consolidated groups
that are overwhelmingly in the securities business, especially given the heightened focus
on these issues in an era of increased global competitiveness. Because the Commission
has established a successful consolidated supervision program based on its unique
expertise in overseeing the securities businesses, the Commission’s program should be
carved out of this legislation in the same way as are the holding companies supervised by

the Federal Reserve and OTS.

Thank you again for the opportunity to speak on behalf of the Commission. 1

waould be happy to answer any questions that you may have.

10
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Chairman Frank, Ranking Member Bachus and members of the Committee, thank you for
inviting me to testify before you today on the Industrial Bank Holding Company Act of 2007.
My name is Arthur Connelly. I am the Chairman and CEO of South Shore Bancorp MHC, a
$915 million institution in Weymouth, Massachusetts. ] am also proud to serve as First Vice
Chairman of America’s Community Bankers (ACB), and I am here today to testify on their
behalf. The appropriate regulatory structure for industrial loan companies (JLCs) is incredibly
important, and 1 think that it is both appropriate and necessary for Congress to address the issue.

Let me start off by saying clearly and unequivocally that ACB supports H.R. 698, the “Industrial
Bank Holding Company Act of 2007.” I want to also make clear that ACB believes the recent
withdrawal by Wal-Mart of its 1L.C application does not end the need for this legislation. There
are still eight commercially owned ILC applications pending at the FDIC. As I will detail in my
testimony below, we believe that this legislation improves the regulation of ILCs and creates
regulatory parity within the banking industry by building a stronger barrier between banking and
commerce, and ensuring holding company supervision for ILCs that currently do not have it.
The legislation does not punish those commercial companies that have legally obtained an ILC
charter by forcing them to divest the bank. This is a fair precedent that follows the model
established for unitary thrifts in the Gramm-Leach-Bliley Act (GLBA). The legislation also
conforms with one of ACB’s key principles, charter choice. ACB believes that the diversity of
banking charters in the United States, and the ability of institutions to choose between them,
provides strength and flexibility to the banking system. ILCs are an important part of charter
choice in the United States. Unfortunately, the current regulatory structure provides the ILC
charter with no consolidated regulation and the ability to be owned by commercial firms,
structures that Congress wisely prohibited for other bank charters. This also creates an uneven
playing field within the banking industry.

Background

Throughout the 20" Century the U.S. Congress has worked to strengthen the separation of
banking and commerce. The Congress first established this separation in the Glass-Steagall Act,
and then reinforced it throughout the 20 Century in such bills as the Bank Holding Company
(BHC) Act of 1956, the Competitive Equality Banking Act (CEBA), and finally the GLBA.
Each of these laws closed a channel by which non-financial companies could own a bank or
enter into the banking business. Congress and our nation’s banking officials witnessed the
events preceding the Great Depression, the Japanese economic crisis and the 1998 Southeast
Asian economic crisis. A major component precipitating these crises was banks without adequate
supervision and under the influence of commercial firms with conflicts of interest. One clear
example is the problems experienced at keiretsu banks in Japan during the 1990’s. Because of
cozy corporate relationships these banks became saddled with so many bad loans that the banks
were virtually non-viable and needed a government bailout. The drag on the Japanese economy
from the banking crisis lasted over a decade.

The risks presented by commercial ownership are substantial. First and foremost, when a
commercial entity owns a bank it can create a conflict of interest. A bank’s normal process of
underwriting loans for their appropriate risk could be subjected to pressures by the commercial
parent to make risky or unwise loans to affiliated companies or customers of the commercial
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entity. The lack of consolidated holding company regulation at commercially owned ILCs
makes this problem harder to supervise. These pressures introduce tremendous risk into the
deposit insurance system. An example of these risks is the proposed business model for the
Home Depot ILC. The company proposes to provide loans to customers who use Home Depot
contractors for remodeling. That opens the door to possible business tying arrangements, which
are designed to lessen competition and are generally prohibited in the United States. Lending
decisions could be made not on the merits of the loan, but rather on the business relationship of
the borrower. We believe that such tying is wrong and inconsistent with the tenets of free market
banking.

These risks, combined with the rapid growth of ILCs, create systemic risk concerns. We
recognize that to date ILCs have operated in a safe and sound manner. ILCs have not suffered
losses or cost the insurance fund money. However, Congress cannot make policies based on the
recent success of 1L.Cs during a time of historically low bank losses. We believe that Congress
must set a framework for banking policy that will ensure continued safety and soundness in the
banking system going forward.

The concems expressed above are not meant as a criticism of the regulatory effectiveness of the
FDIC or the Utah Banking Commissioner. Both have proven to be exceptional regulators, and to
date have done an admirable job of providing sound regulation for the nation’s ILCs.
Unfortunately, right now the FDIC does not have the statutory authority it needs to actas a
holding company regulator for ILCs. The Federal Reserve and Office of Thrift Supervision
(OTS) both have the authority to examine the activities and operations of bank and thrift holding
companies to ensure that they do not pose a risk to the financial system. The FDIC only has the
direct authority to look at the depository itself and the relationship between the institution and its
affiliated companies. While the FDIC has made great efforts to supplement its authority through
agreements with the institutions it insures, as the GAO has pointed out, these agreements have
yet to be tested in times of significant economic distress. Given the rapid growth in insured
deposits at ILCs, the Jack of holding company oversight for every company is troubling.
Currently, a majority of ILC deposits are in institutions regulated as thrift holding companies,
meaning that the OTS is exercising holding company authority over the parent. This has ensured
safe and sound operation of many ILCs. However, there are pending applications for ILCs from
large retail chains that would fall outside the holding company authority of the OTS or Federal
Reserve. These companies could establish large, fast growing, retail operations that could
threaten the insurance fund.

That growth, with lack of proper supervision, is an important reason why ACB believes that
legislation is necessary. An additional issue of concern to community banks is the inequity
created by the current regulatory structure for ILCs. Community banks are not afraid of
competition. Rather, we think that competition is healthy, and provides consumers with the best
services at the best prices. However, we are concerned about competition that is unbalanced and
unfair. If the current regulatory structure for ILCs remains, retail companies such as Target
would be able to establish retail banking operations and compete with existing banks on an
uneven playing field. The regulatory structure for ILCs is less rigorous and demanding than for
other banks. That regulatory inequality would give ILCs a decided advantage in head-to-head
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competition. Retailers with an ILC charter would be able to use their size and reach to capture
banking customers and potentially devastate community banking in this country.

In addition, ILCs raise questions about conflicts when they process payment system transactions
for their parent company. The role of the acquiring bank under current card network rules is to
ensure that the merchant (in this case the ILC’s parent company) meets merchant qualifications.
A good example of this is payment card industry data security requirements. Recent data
security breaches at large retailers, such as the TIX Companies, Inc., illustrate the importance of
independent enforcement of these standards. With an ILC and its commercial parent on both
sides of these transactions, there would be a conflict of interest that could place the consumer at
risk. Further, it would be challenging, and potentially impossible, to ensure that there would be
effective firewalls against financial problems in the commercial store spreading to the JLC. In
such a scenario, the risk of disruption stemming from financial problems at commercial entities
would be great. In large companies with a high number of transactions and large dollar volumes,
the need for the acquirer and merchant to be independent and free of influence from each other is
clear.

I want to take a minute to applaud Wal-Mart for withdrawing their IL.C application. Currently,
‘Wal-Mart is able to provide banking services within their stores through agreements with
comniunity banks. This has provided a mutually beneficial arrangement that allows Wal-Mart to
make available convenient banking services to its customers, while providing banks access to a
broad customer base. Hopefully this successful relationship will continue, because it provides
for banking services by well regulated depository institutions, while providing convenience for
consumers. Over 300 banks offer services at over 1,200 Wal-Mart branches, including a number
of ACB members, and we hope to see that number grow. However, the withdrawal of the Wal-
Mart ILC application does not change the regulatory concerns that ACB has with certain ILC
charters.

HL.R. 698

ACB believes that H.R. 698 provides a fair and balanced manner in which to ensure the safety
and soundness of the banking system going forward, while not punishing those who have
followed the law to date. The legislation does two principal things:

1) Creates an ILC holding company structure for ILCs not currently in a bank holding
company or thrift holding company structure. The new ILC holding company would
be regulated by the FDIC.

2) Prohibits commercial ownership of ILCs by non-financial companies. Financial
companies are defined using a test similar to GLBA, where a company is defined as
predominantly financial if at least 85 percent of its revenue comes from financial
services. Existing commercially owned ILCs are grandfathered.

We believe that, when examining H.R. 698, it is helpful to look at the most recent legislative
action by Congress on the issue of commercial ownership of banks. Prior to 1999, commercial
firms were allowed to own unitary thrifts. In the GLBA, Congress prohibited any future
ownership of unitary thrifts by commercial companies. However, in order to attempt to be fair to
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those companies that had legally owned unitary thrifts prior to 1999, Congress grandfathered all
cwrent commercially owned unitary thrifts. In addition, GBLA defines a company as
predominately financial if no more than 15 percent of its revenues derive from commercial
businesses. These two provisions in combination appear to form the model for the Industrial
Bank Holding Company Act, and we believe it is a fair one.

For the reasons [ will outline below, we believe that H.R. 698 will ensure the future stability and
safety of our nation’s banking system without being punitive to existing ILCs. It achieves this
goal by following the successful model created in the GLBA. First, creating an FDIC regulated
ILC holding company is both necessary and appropriate. As I said above, the lack of holding
company oversight for commercially owned ILCs is troubling and adds unnecessary risk to the
banking system. Providing the FDIC with the authority to supervise not just the ILC itself, but
also its parent on a consolidated basis, will allow it to ensure the safety and soundness of the
institution. We also appreciate that the legislation attempts to minimize the reporting burdens
by allowing the FDIC, as it deems appropriate, to utilize existing reports that ILCs submit to
other agencies to fulfill an ILC’s holding company reporting requirements.

In addition, we applaud the committee for recognizing that many ILCs are already part of an
existing holding company structure. H.R. 698 exempts from FDIC holding company oversight
those ILCs already in a BHC with supervision by the Federal Reserve, or in a thrift holding
company supervised by the OTS. Currently roughly 70 percent of ILC assets are in thrift
holding companies.

The legislation also utilizes a grandfathering system similar to the one applied to unitary thrift
companies in GLBA. The bill has a two tier grandfathering system. ILCs chartered prior to
October 1, 2003 will be exempt from the limitations placed on commercial ownership. As long
as there is no change in control of the ILC, the commercial owner will be able to operate as a
normal ILC. Institutions chartered between October 1, 2003 and January 29, 2007 will be able to
retain ownership, but the activities of those ILCs will be limited to the activities they were
engaged in on January 28, 2007. Considering that a large number of the non-financial ILC
applications were approved after 2003, the restrictions in the bill are common sense. The
grandfather restrictions in H.R. 698 do not punish companies that have legally obtained an ILC
charter; however, they protect the safety and soundness of the banking system by ensuring that
commercially-owned ILCs do not enter full service retail banking. We believe that this is a
common sense and fair tradeoff.

Conclusion

In conclusion, ACB appreciates the opportunity to testify before the Committee today. We
support H.R. 698 and we stand ready to help you pass this legislation. Passing the Industrial
Bank Holding Company Act will close the final loophole in U.S. banking law that allows
commercial ownership of a bank. This is the right policy for both the safety and soundness of the
U.S. financial system, as well as for ensuring regulatory parity among the various banking
charters.
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I appreciate the opportunity of providing testimony on this important bill. By way
of background, I am a partner in the law firm of Alston & Bird and am pleased to
represent the American Financial Services Association (“AFSA™) before this panel.
AFSA is the national trade association for the consumer credit and finance industry. It
represents the nations’ market rate lenders providing access to credit for millions of
Americans. AFSA’s 300 member companies include consumer and commercial finance
companies, “captive” auto finance companies, credit card issuers, mortgage lenders,
industrial banks, and other financial service firms that lend to consumers and small
businesses.

AFSA strongly believes that the industrial bank option represents a safe, sound
and appropriate means to deliver financial services to the public. Congress appropriately
established a strict legal framework within which commercial companies, such as those
that are members of AFSA, can provide deposit, loan and other banking products. This
framework is highlighted by stringent and appropriate supervision, by strong enforcement
powers and by a structure of laws and regulations that mitigate the consequences of the
hypothetical — and unproven — evils raised by the opponents of the industrial bank
charter.

1 also come with personal background and experience on this issue, having served
as General Counsel of the Federal Deposit Insurance Corporation from 1987 through
1989, a period of tremendous stress in our financial system, where we witnessed the
massive bank and thrift failures of the late 1980’s, the insolvency of the Federal Savings
and Loan Insurance Corporation, the creation of the Resolution Trust Corporation and the
appropriation of billions of taxpayer dollars by Congress to resolve the crisis. In recent
years, 1 have also provided advice to banking regulators in Russia, Egypt, and Indonesia,
and 1 know, first-hand, the range of problems that flow from lax supervision. I have a
healthy respect for the need for a safe and sound financial system. Both before and since
my service as the FDIC’s General Counsel, my legal practice has been devoted to the
representation of a number of banking and non-banking entities engaged in the financial
services business.

The Industrial Bank Holding Company Act of 2007 attempts to wrap itself in the
cloak of protecting the public from some great danger that will result if commercial
companies are allowed to own depository institutions. This bill, however, is
fundamentally flawed.

LEGAL82/36301210v1
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First, at its heart, the legislation is anti-competitive. It allows certain companies
to innovate with the delivery of financial services and products to the public, but denies
that right to others. It permits some companies to assess the needs of their customers and
address them proactively and directly, but precludes others from doing so. As a nation
we have benefited greatly from the innovation that comes with competition; this bill
would represent a step back. Parenthetically, it also excludes from the banking system
important sources of capital and managerial talent. It wasn’t that long ago that both were
sorely lacking in our banking system, and the capital and strength provided by
commercial and industrial owners was crucial.

Second, it presumes that the FDIC somehow lacks the power and authority to
protect our banking system since it lacks the “comprehensive supervision” authority
granted to the Federal Reserve over bank holding companies. Implicit in this
presumption is that there is a looming safety and soundness issue associated with the
regulatory framework governing industrial banks and their owners. There is no factual
basis for this presumption.

Third, it assumes that the mixing of banking and commerce is a new development
in our country that poses an extreme threat to our banking system. It ignores the history
of banking in the United States, where such affiliations have always existed, and certainly
ignores the modern history of banking regulation where Congress has explicitly blessed
affiliations between banking and commercial firms. '

Finally, it attempts to distinguish between “good” owners of industrial banks (the
financial firms) and “bad” owners of industrial banks (the commercial firms), without
any evidence whatsoever that one poses a greater threat than the other.

I wish to devote my remarks to the second point — that the commercial ownership
of industrial banks poses a threat to our system due to the lack of comprehensive
supervision. I make four major points in response:

First, industrial banks are subject to the same comprehensive framework
of supervision and examination as “normal” commercial banks. They have no
special powers or authorities; they are exempt from no statute or regulation. They
must abide by the requxrements of: Sections 23A and B, limiting and controlling
transactions with afﬁhates Regulation O, govemmg loans to officers, directors
or their related interests;’ capital requirements;* the Prompt Corrective Action

! As 1o the “historic” separation of banking and commerce, | will merely note that it wasn’t until 1956 that
activity restrictions were place on multi-bank holding companies and that those restrictions weren’t
extended to single bank holding companies until 1970. Further, it wasn’t until 1999 that activity
restrictions were imposed on unitary savings and loan holding companies. As for whether the industrial
bank represents an “unintended loophole as many have suggested, Congress has extensively considered
industrial banks on numerous occasions, most extensively as part of the Competitive Equality Banking Act
m 1987, and again as part of the Gramm-Leach-Bliley Act in 1999.
? 12 U.8.C. 37ic, and 371c-1.
3 J12CFR.215. See 12USC. 1817((3).

“12CFR. 325,

LEGAL02/30301210v1



90

safeguards instituted by Congress in the early 1990’s that assure maintenance of
adequate capital and impose an ever-increasing level of supervisory control if
institutions fail to do so;’ and all of the other laws, rules and regulations that
promote safe and sound banking in this country. It is important to note that the
Industrial Bank Holding Company Act does not change this framework in any
respect.

Second, the FDIC has been given full and ample authority to supervise
and regulate these institutions, and can exercise the full range of enforcement
authorities granted by Congress. 1 was a participant in the political process that
led to Congress’ rewrite of those provisions in 1989, as part of FIRREA,® and I
personally can attest to the scope of the cease and desist, removal and prohibition,
civil money penalty and withdrawal of deposit insurance powers. It was our clear
intention to give the FDIC and the other bank regulators all of the enforcement
powers they needed to protect the banking system. Importantly, all of these
enforcement powers apply with full force to an industrial bank, as well as to any
officer, director, controlling shareholder or “any other person that participates in
the conduct of the affairs of the institution.” There is no question that to the
extent that either the corporate owner of an industrial bank or any affiliate of that
owner engages in any violation of law, rule or regulation applicable to the
industrial bank, or has engaged, is engaging or is about to engage in an unsafe or
unsound practice relating to the industrial bank, the FDIC can bring the full range
of enforcement authorities to bear. These remedies can include not only requiring
that impermissible or inappropriate activities cease immediately,® but also
requiring that the condition be remedied and restitution made.” Civil money
penalties up to one million dollars per day can be imposed,'® and individuals can
be removed from their positions and precluded from having any involvement not
only with the industrial bank but with any insured depository institution.'' The
FDIC can also restrict the activities of the industrial bank or any affiliate
participating in its affairs, can withdraw the deposit insurance of the industrial
bank'” and take any other action it “deems appropriate” in the event of a violation
of law, rule or regulation, including forcing the divestiture of the industrial bank
by its owner.”® The Industrial Bank Holding Company Act gives the FDIC no

*12US.C. 18310. Seealso 12 C.F.R. 325, Part B.

® The Financial Institutions Reform, Recovery and Enforcement Act of 1989, Pub. L. 101-73, 103 Stat, 183
(Aug. 9, 1989), extensively revising 12 U.S.C. 1818.

7 See 12 U.S.C. 1813(u) (definition of “institation-affiliated party”)and 12 U.S.C. 1818.

Y 12 US.C. 1818(b), (o).

? 12 US.C. I1818(bX6).

12 US.C. 1818(i).

12 US.C. 1818(c).

212 US.C. 1818(a).

" As noted above, the FDIC has been given the explicit power to take any action the FDIC “deems
appropriate” in the event of a viclation of law, rule or regulation or engaging in an unsafe or unsound
practice. See 12 U.S.C. 1818(b)6)(F). Similarly, the FDIC has been given the power to “place limitations
on the activities or functions of the insured depository institution or any institution-affiliated party.” 12
U.S.C. 1818(b)(7). It also has the power to prohibit any “institution-affiliated party” from participating in
the affairs of any financial institution under certain circumstances. Finally, the FDIC has been granted “all
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power that it does not already possess over companies owning industrial banks
and their affiliates.

Third, I can attest from experience that the FDIC regularly and vigorously
exercises these powers. The FDIC routinely requires an independent, fully
functioning board of directors designed to assure that the industrial bank stands on
its own and is not merely an arm of its corporate owner. The industrial bank must
have adequate capital, operate in a safe and sound fashion, avoid unsafe and
unsound practices, have comprehensive policies, controls and procedures, and an
effective internal audit program. The FDIC rigorously examines the institution
and closely scrutinizes transactions and relationships between the industrial bank
and its affiliates. It conditions approvals to assure compliance with carefully
crafted commitments designed to assure the safe and sound operations of the
industrial bank. It forcefully uses its enforcement powers, and is not shy about
inquiring about any action, transaction or relationship that might potentially affect
the insured institution. Again, the Industrial Bank Holding Company Act grants
the FDIC no power that it does not already possess.

Finally, the experience of the FDIC with respect to industrial banks,
similar to the experience of the OTS with respect to diversified owners of savings
associations, belies any fundamental concerns over threats to the banking system
or our economy that might arise from commercial ownership. There have only
been two failures of FDIC-insured industrial banks owned by holding
companies." These holding companies were not commercial enterprises, they
were solely engaged in financial activities. These two failures cost the FDIC
roughly $100 million. Both failed not as a result of any self dealing, conflicts of
interest or impropriety by their corporate owners; rather, they failed the “old
fashioned way” — poor risk diversification, imprudent lending and poor controls.
These two failures stand in sharp contrast to the hundreds of bank failures
operating in holding company structures, many of which cost the FDIC billions of
dollars. The list is long and sobering — Continental Illinois, First Republic, First
City, MCorp, Bank of New England, and so on — many of which were subject to
the much-vaunted “consolidated supervision™ by the Federal Reserve as the

powers specifically granted by the provisions of this chapter, and such incidental powers as shall be
necessary to carry out the powers so granted.” 12 U.S.C. 1819(a) (Seventh). In my view, the combination
of these provisions would give the FDIC ample authority to force the “disaffiliation™ between an industrial
bank and its parent were the relationship between the two create an unsafe or unsound condition.

' The two institutions were Pacific Thrift and Loan (see

http:/fwww fdic.gov/news/news/press/1999/pr9971 html) and Southern Pacific Bank (sec
http://www.fdic.gov/news/ncws/press/2003/pr1 103 .html). There were a series of small industrial bank
failures between 1986 and 1996. All of these institutions had less than $60 million in assets and were
essentially operated as finance companies. None had “commercial” parents or were part of holding
company structures. Most were located in California and could not withstand the banking crisis of the late
1980°s and early 1990's. They failed, according to the FDIC, as a result of “ineffective risk management
and poor credit quality.” See FDIC “Supervisory Insights, The FDIC’s Regulation of Industrial Loan
Companies: A Historical Perspective,”
http://www.fdic.gov/regulations/examinations/supervisory/insights/sisum04/industrial_loans.html.
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holding company regulator that is offered as a cure for something that hasn’t
proven to be a problem."’

1 contrast the foregoing examples with the FDIC’s experience with Conseco’s
banks in late 2002. Conseco owned a South Dakota credit card bank as well as a Utah-
chartered industrial bank. Notwithstanding the highly publicized travails (and
bankruptcy) of the parent, the well-capitalized and well-supervised banks did not fail or
even particularly suffer as a result of the parent’s problems.’® The bank-centric approach
to regulation and supervision served us all well. Indeed, while I recognize and appreciate
the GAO’s perspective that corporate owners of industrial banks are not subject to the
same degree of consolidated supervision that bank holding companies must endure,"” the
more fundamental question should be whether that degree of consolidated supervision is
necessary or even appropriate for owners of banks. Simply put, not everything that can
be regulated should be regulated, and a bank-centered mode! of regulation 1 believe is
better suited to assure innovation and vigorous competition in the banking industry.

Indeed, having strong owners of depository institutions with diversified sources of
income may be more beneficial to our system than artificially limiting ownership to those
that are engaged solely in activities so closely related to the business of banking astobe a
proper incident thereto'® or solely in financial activities as deemed permissible by the
Federal Reserve.'

1t may be useful to review a statement made by Lawrence White, now a professor
at NYU and a former member of the Federal Home Loan Bank Board during the thrift
crisis period of the late 1980°s. In discussing the crisis, he noted the issues associated
with diversified ownership of thrifts. Importantly, he observed the following: “The
experience of thrift holding companies is instructive. The presence of companies
involved in markets as diverse as autos, steel, wood products, retailing, public utilities,
insurance and securities as holding company owners of thrifts has not created problems;
the same would surely be true if these, or similar companies, had owned banks.”?

'* The point is not that the FDIC is a better regulator than the Federal Reserve; rather, it is that there is no
evidence that “consolidated supervision” (i.e., the holding company oversight provided by the Federal
Reserve) is a panacea for bank failures.

' The Conseco example is extensively discussed by Christine Blair in The FDIC Banking Review, The
Future of Banking in America, The Mixing of Banking and Commerce, Current Policy Issues, January
2005. See

http:/fwww fdic.gov/regulations/examinations/supervisory/insights/sisum04/industrial_loans.htmi. The
FDIC’s experience with Tyco’s industrial bank was similar. Tyco’s industrial bank survived the highly
publicized problems of Tyco, thanks in great part to the supervision and oversight provided by the FDIC
and the state regulator.

"7 Report 05-625, United States Government Accountability Office, Report to the Honorable James A.
Leach, Industrial Loan Corporations: Recent Asset Growth and Commercial Interest Highlight Differences
in Regulatory Authority, September 2005, found at hitp://www.gao.gov/new.items/d05621.pdf.

¥ 12 U.S.C. 1843(c)(8), the provision that primarily defines the permissible direct and direct activities of
bank holding companies.

12 U.S.C. 1843(k), the provision adopted as part of Gramm-Leach-Bliley that primarily defines the
direct and indirect activities of financial holding companies.

L. White, The S&L Debacle, Public Policy Lessons for Bank and Thrift Regulation (New York, Oxford
University Press, 1991) 242,
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The supposed “ills” that would result from the continued use of industrial banks
to deliver financial services are mere shibboleths. Critics assert that an industrial bank
affiliated with a commercial firm would somehow favor its affiliates, discriminate against
competitors, or create other unfair advantages unavailable to ordinary banks or bank
holding companies. To the contrary:

Existing laws preclude use of the industrial bank to provide any favorable
accommodation to the commercial affiliate. Using an industrial bank to
advantage a commercial affiliate is no more possible than for a national bank to
advantage a financial affiliate. Self dealing and abusive behavior are effectively
precluded by existing law and regulation.

If potential discrimination were an issue, banks should not be affiliated
with any type of business or entity. Indeed, if this is our worry, Bank of America
should not be affiliated with Banc of America Securities lest the Bank unfairly
favor customers of Banc of America Securities to the exclusion of customers of
Merrill Lynch. Or to use a much more mundane example, might not First
National Bank of Small Town America unfairly favor customers of its automobile
leasing subsidiary to the exclusion of those that elect to lease from the automobile
dealer?

If we were really concerned about potential for abuses and adverse effects,
we might more closely evaluate the propriety of the insurance agent, small
business owner, real estate developer or car dealer owning a controlling interest in
banks located in small communities where alternative sources of credit are much
more limited. Congress has never acted to preclude affiliations between
individuals and banking organizations based upon the business activities of the
individual owners, nor should it, as the existing framework of laws and
regulations is more than adequate to prevent any abuses.”’

Finally, if we were really concerned about the potential dangers of mixing
banking and commerce, we should roll back the merchant banking powers
recently granted banking organizations,” eliminate the FDIC’s power to approve
commercial activities for banks® and perhaps even strip commercial lending
powers from banks, as there are few relationships giving a bank more power over,

*' 1t is perhaps telling that the Federal Reserve, which would be in a position to report information on the
extent to which business owners hold controlling interests in banking organizations or serve on the board of
directors thereof has never, to my knowledge, reported on the nature or extent of such relationships or
advised of the potential abuses that might result therefrom.

;z 12 U.S.C. 1843(k)(4)(H).

12 U.5.C. 1831a, as implemented by 12 C.F.R. 362. Pursuant to this authority, the FDIC has allowed
banks to engage in commercial and residential real estate development, construct mausoleums and sell
crypts and niches, acquire a company engaged in the psychological study of leadership characteristics and
purchase and hold a variety of equity securities. See generally
http:/fwww {dic.gov/regulations/laws/bankdecisions/InvestActivity/index.html.
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and a greater interest in, a commercial enterprise than to be the primary source of
its funding.

Further to this last point. The unfairness of this bill is evidenced by one example.
1t is permissible under current law for any one of a number of banking organizations to
use their powers granted under Gramm-Leach-Bliley to acquire any commercial entity.
This bill would preclude any commercial entity from establishing a bank to facilitate
meeting the needs of its customers.

One of the great strengths of our financial system is the sheer number of sources
from which financial products and services can be obtained. We still have almost 7,500
commercial banks, 1,200 savings institutions and 8,600 credit unions. We have
thousands of commercial companies that offer credit to consumers and businesses, and a
variety of savings and investment products available outside the banking system. The
industrial bank model represents only one of many options available for delivering
financial services and products. Through that vehicle alone, billions of dollars of
commercial and consumer credit have been made available to small businesses and
individuals across the country. In my experience, companies elect to enter the banking
business because they believe that they can meet the needs of their customers. They
believe that they can do so profitably. The owners of industrial banks are no exception.
If they are going to do so, of necessity it will be done in a safe, sound and prudent
manner. Congress has given the FDIC the role and responsibility for assuring that this is
so, and by any measure, it has done an exceptional job.

As I noted at the outset, | have been involved in providing advisory assistance to
the banking regulators in Russia, Egypt and Indonesia, among others. Among the many
weaknesses in those systems is the lack of vigorous competition in delivering financial
services to the businesses and individuals in their respective countries. The breadth of
our markets and the strength of competition within those markets have served us well. 1t
would be unwise to roll back the clock by taking steps to limit competition for the sake of
upholding outdated principles, however noble they might sound, that are now simply
irrelevant to the issue at hand.

Thank you.
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Mr. Chairman, Ranking member Bachus and members of the committee, my
name is James P. Ghiglieri, Jr., President of Alpha Community Bank, located in
Toluca, lllinois. | am also Chairman of the Independent Community Bankers of
America.! ICBA is pleased to have this opportunity to testify today on the need
to close the industrial loan company loophole.

The ILC specter continues to loom over the nation’s financial system. The ILC
charter continues to threaten our nation’s historic separation of banking and
commerce and undermine our system of holding company supervision, harming
consumers and threatening financial stability. The fact that Wal-Mart has
withdrawn its application to establish a federally insured ILC does not diminish
the need tfo close this loophole. Other applications are pending and more could
be filed in the future. Only Congress can close the loophole once and for all by
passing the industrial Bank Holding Company Act of 2007 (H.R. 698). If
Congress does not act, the FDIC’s one-year moratorium will expire and the
agency will begin processing commercial firms’ ILC applications.

Federal Reserve Chairman Ben Bernanke recently cited previous Congressional
action to maintain the separation of banking and commerce and highlighted the
need for Congressional action in this case. He told the members of ICBA:

“The Congress has been quite clear, most recently in the Gramm-Leach-
Bliley Act, in support of the separation of banking and commerce. The
financial holding company structure does not allow commercial firms to
own banks or thrifts. In contrast, the ILC system allows for commercial
firms to acquire ILCs without any restrictions. If Congress really wants to
keep banking and commerce separate, it should take note of this
problem.”

In one of his final letters as Federal Reserve Chairman, Alan Greenspan wrote:

The character, powers and ownership of ILCs have changed materially
since Congress first enacted the ILC exemption. These changes are
undermining the prudential framework that Congress has carefully crafted
and developed for the corporate owners of other full-service banks.
Importantly, these changes also threaten to remove Congress’ ability to
determine the direction of our nation’s financial system with regard to the
mixing of banking and commerce and the appropriate framework of
prudential supervision. These are crucial decisions that should be made

" The independent Community Bankers of America represents the largest constituency of
community banks of all sizes and charter types in the nation, and is dedicated exclusively to
representing the interests of the community banking industry. ICBA aggregates the power of its
members to provide a voice for community banking interests in Washington, resources to
enhance community bank education and marketability, and profitability options to help community
banks compete in an ever-changing marketplace. For more information, visit ICBA's website at
www.icha.org.

? Remarks before ICBA's national convention March 6, 2007.
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in the public interest after full deliberation by the Congress; they should
not be made through the expansion and exploitation of a loophole that is
available to only one type of institution chartered in a handful of states.®

We urge the Congress as strongly as we can to accept this advice and to block
the applications by commercial firms and to strengthen the regulation and
supervision of the ILCs.

As Chairman Bernanke noted, each time Congress has been confronted with
loopholes like the one the committee is addressing today it has reaffirmed the
separation of banking and commerce and the importance of holding company
supervision. Congress closed the unitary thrift holding company loophole in 1999
and closed the non-bank bank loophole in 1987. It is now time to close the ILC
loophole.

Action is Urgent

A record number of ILC applications are still pending before the FDIC. Recent
applicants have included nationwide retailers (Wai-Mart and Home Depot); auto
companies (Ford* and Volvo); and investment giant Berkshire Hathaway.
Several applications, including ones filed by the Blue Cross/Blue Shield
Association {which obtained a thrift charter instead) and two credit union
applicants (Wescom and a separate consortium) have been withdrawn due to
regulatory uncertainty. And, as noted, Wal-Mart has withdrawn its application.
However, the FDIC could face refilled applications or similar applications if
Congress fails to act. And, even before these latest applications, the ILC
industry had grown rapidly and come to dominate the banking industry in the
State of Utah.

Congress never intended this result. In his testimony before the FDIC last year,
former Senator and Banking Committee Chairman Jake Garn (R-Utah) discussed
the Competitive Equality Banking Act of 1987 (CEBA) that permitted certain
states to continue to charter IL.Cs that are exempt from the Bank Holding
Company Act. He told the FDIC that, “it was never my intent, as the author of
this particutar section, that any of these industrial banks be involved in retail
operations.” In fact, it was in CEBA that Congress closed the nonbank bank
loophole. It certainly would have been inconsistent had Congress closed that
loophole while intending to leave a similar one wide open.

In his letter last year, then Federal Reserve Chairman Greenspan noted that
there is little legislative history explaining why Congress did not close the ILC
loophole in 1987. He suggested that, “This may be because in 1987 ILCs
generally were small, locally owned institutions that had only limited deposit-
taking and lending powers under state law....Moreover, in 1987, the relevant
states were not actively chartering new ILCs. Utah, for example, had a
moratorium on the chartering of new ILCs at the time CEBA was enacted.”

* Letter to Rep. Jim Leach, January 20, 2006, (Greenspan letter to Leach)
* Ford recently withdrew its application for technical reasons, but has said it plans 1o refile.
Greenspan letter to Leach.
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Interestingly, on November 10, 1987, exactly three months after CEBA became
public law, American Banker declared that “industrial banks, one of the curiosities
of the financial services business, seem to be on a downward slide into oblivion.”
According to the story, Colorado’s 152 industrial banks in 1983 had been
reduced to only 89 by late October 1887.

Unfortunately, the ILC provision in CEBA has become a loophole that is as
dangerous as the ones that Congress closed in 1987 and 1999. Chairman
Greenspan noted that, “The landscape related to IL.Cs has changed significantly
since 1987....In 1997, for example, Utah lifted its moratorium on the chartering of
new ILCs, allowed ILCs to call themselves 'banks,” and permitted ILCs to
exercise virtually all of the powers of state-chartered commercial banks. In
addition, Utah and certain other grandfathered states have since begun actively
to charter new ILCs and promote ILCs as a method for companies to acquire a
bank while avoiding the requirements of the BHC Act.”® Greenspan added, “The
fotal assets held by ILCs have grown by more than 3,500 percent between 1987
and 2004, and the aggregate amount of estimated insured deposits has
increased by more than 500 percent just since 1999.7

This greatly increased activity threatens to propel a charter that exists in just a
few states into dominance of the nation's financial system. As Chairman
Greenspan pointed out, “while only a handful of states have the ability to charter
exempt ILCs, there is no limit on the number of exempt IL.Cs these grandfathered
states may charter in the future.”® (emphasis in original)

Congress Should Enact the Industrial Bank Holding Company Act of 2007

Fortunately, Congress has before it an effective solution to this problem, the
Industrial Bank Holding Company Act of 2007 (H.R. 698) introduced by Chairman
Barney Frank and Representative Paul Gillmor. The bill is co-sponsored by a
growing number of Members of the House from both sides of the aisle. The
ICBA strongly endorses the new bill. We are joined by 88 state banking
associations.

Chairman Frank and Representative Gillmor have worked tirelessly to address
the ILC challenge. They wrote the Gillmor/Frank legislative language that would
prevent commercially owned ILCs chartered after October 2003 from using the
de novo interstate branching authority and the business checking powers. These
provisions have repeatedly passed the House with restrictions on commercially
owned ILCs.

Late last year, Chairman Frank and Representative Gillmor worked to obtain the
signatures of over 100 Members of the House on a bi-partisan letter to the FDIC
urging the agency to extend its moratorium on approving any applications for

g
7id.
8 1d.
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deposit insurance for any new ILCs owned by commercial firms to give Congress
an opportunity to consider the ILC issue.’

ICBA was pleased that the FDIC unanimously adopted this recommendation,
providing for a one-year moratorium on IL.C applications by commercial firms.
This action by the FDIC demonstrated that the entire FDIC Board recognizes that
these applications raise broad public policy issues that Congress must confront.
We salute the FDIC and the many Members of Congress who have worked so
hard to protect the integrity of the nation’s financial system.

Now it is up to the entire Congress to address both elements of the ILC loophole
— the separation of banking and commerce and the need for consolidated
supervision of IL.C holding companies — by enacting H.R. 698.

That bill would prevent the FDIC from approving any applications by commercial
firms for new ILCs or for acquisitions of existing institutions. Commercially
owned ILCs established or acquired between October 1, 2003 and January 29,
2007 would be grandfathered, but could only engage in activities they were
engaged in on January 28, 2007 and could not branch outside their home state.
All other ILCs — "pre-2003” — would be aliowed to engage in any legal activity,
provided there was no change in ownership. The bill would establish the FDIC
as the consolidated regulator for all ILC holding companies.

Like much good legislation, H.R. 698 is a compromise. But, that is its strength.
Institutions that are already in business could remain in place. Financial
companies could continue to acquire, establish, and operate ILCs, just as they
can with any type of bank. Thus, the legislation addresses the key concerns
presented by the recent spate of ILC applications, without needlessly disrupting
ongoing activity.

The bill provides the FDIC with most of the basic tools it will need to be an
effective consolidated regulator. We recommend that this committee consult with
the FDIC to ensure that the bill includes all the authority it needs.

Policy Reasons Why Congress Should Close the ILC Loophole

The rapid growth of the ILC industry gives greater urgency to the compelling
policy reasons for Congress to close the ILC loophole, just as it closed the
nonbank bank and unitary thrift holding company loopholes.

Threatens Safety and Soundness

In 1999, Congress decided that the nation’s regulatory system had evolved to the
point that it was appropriate for various types of financial firms to affiliate within a
single company. While we had serious misgivings about this policy, ICBA
strongly supported Congress’s decision to clearly exclude commercial firms from

? Letter to The Honorable Sheila Bair, Chairman, FDIC, December 7, 2008.
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these financial holding companies, close the unitary thrift holding company
loophole, and require that companies that own banks be subject to consolidated
supervision.

Bankers who have provided billions of dollars to capitalize the Deposit Insurance
Fund have a strong interest in maintaining its strength. Allowing commercial
firms to own federally insured ILCs adds tremendous new risks {o the DIF.

An example of these new risks was the application of Ford Motor Company for
an ILC charter'®. This was troubling. Last year, Ford posted a record $12.7
billion loss. It borrowed $23.4 billion late last year to cover an expected cash
drain. They just sold their most profitable luxury brand, Aston Martin, for $632
million. Their S&P credit rating is B-Minus.

As a result, banking regulators will not allow banks to buy Ford bonds. Ford
hardly sounds like a “source of strength” for an FDIC-insured ILC.

Ford's problems can be traced to major changes in the structure of the
automotive industry. Other IL.C applicants are also potentially vulnerable to
changes in their own markets.

The now-withdrawn Wal-Mart application illustrated this problem most starkly.
Wal-Mart faces risks that other banks, and even other commercial firms, do not
face. For example, since 70% of the products sold in Wal-Mart stores are
produced in China, Wal-Mart faces financial risks due to currency fluctuations
and the volatile transportation and fuels market. Wal-Mart has become China's
most important trading partner, and if Wal-Mart were a country, it would rank as
China’s eighth largest trading partner, ahead of Russia, Australia and Canada.
Notably, Wal-Mart's business model looks to expand its retail operation in China
to surpass even its mammoth U.S. operations. Wal-Mart's systemic risk has
expanded globally to encompass the actions of other countries and political,
currency and monetary systems.

Home Depot is the world’s largest home improvement specialty retailer and the
second largest retailer in the United States, operating more than 2,000 stores
across North America and processing more than 1.33 billion customer
transactions per year. While Home Depot has been profitable, the specialized
nature of Home Depot and its ILC acquisition target EnerBank, make them
susceptible to fluctuations in the economy, and especially real estate. According
to Bloomberg News on February 21, “Home Depot reported its biggest drop in
quarterly profit as a decline in U.S. home sales sapped demand for building
supplies.”

Because Home Depot is susceptible to such sudden changes, it may not always
be a reliable source of strength for EnerBank. EnerBank is itself vulnerable,
since its “only business is funding fixed-rate, unsecured, close-end, direct

 Ford withdrew its application for technical reasons, but could refile.
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consumer instaliment loans for a broad range of home improvement projects”'”

(emphasis added)

Sudden changes in the home improvement market could send both Home Depot
and EnerBank spiraling into a meltdown. The current difficulties in the home
mortgage market are a troubling omen. EnerBank’s lending portfolio will not be
diversified enough to protect against such market volatility. This poses a severe
and unacceptable risk to the Deposit Insurance Fund.

This brief discussion of the actual and potential difficulties of ILC applicants
illustrates a key policy reason to maintain the separation of banking and
commerce. Financial services regulators — no matter how competent — do not
have the expertise to understand each of these potential micro-economic areas
and protect the safety and soundness of the ILC from problems that befall the
overall enterprise. Furthermore, Congress should be concerned about the
possibility that a financial regulator might find it necessary to become involved in
market decisions of a major commercial firm. That is where we are headed
unless Congress deals with this loophole.

Imagine if Enron or WorldCom had owned an ILC. Before banking regulators
could get a handie on the situation, their problems could have spilled over to their
banks, draining the FDIC’s resources and requiring all banks — including
community banks — to cover the costs.

Presents Serious Conflicts of Interest

The Home Depot application highlights yet another reason to maintain the
separation of banking and commerce. It is apparent even from the limited
information available that the arrangement would blur commercial and banking
activities, present conflicts of interest, and lead to customer confusion.

The mixing of banking and commerce presented would undermine the impartial
allocation of credit. Home Depot’s bank will clearly have a major incentive to
make loans that will benefit Home Depot, rather than its competitors. If Wal-Mart
had gotten an ILC charter and expanded its business plan to take deposits from
its customers, it is virtually impossible to believe that those deposits would have
been lent to a competing business. In both cases, local businesses now served
by local banks would lose a critical source of credit.

Home Depot will be tempted to direct its bank offer unsound loan terms to its
customers — provided they agree to purchase products from Home Depot.
Alternatively, Home Depot could offer discounts on its products if a customer
takes out a loan from its bank. The first scenarioc would undemmine the safety
and soundness of a federally insured bank. The second scenario poses unfair
competition to both banks without commercial affiliates and to local businesses
that are not affiliated with a bank.

' The Home Depot, Inc. Interagency Notice of Change in Control — Public, May 8, 2008, page 8.
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Even though Home Depot provides assurances in its notice that EnerBank loans
will not be tied to purchases from its stores, the business plan outlined in the
notice blurs the line between its lending and commercial activities. The notice
states: “EnerBank has had significant success helping local, small contractors
achieve business success. This fits with The Home Depot’s desire to expand its
relationships with contractors and trade professionals — especially the local, small
contractors that are core to The Home Depot's business.”?

The notice also states that, “EnerBank services will be introduced to The Home
Depot’s very large commercial customer base — which includes potentially
hundreds of thousands of home improvement and remodeling contractors that
EnerBank can partner with. The Home Depot would also support EnerBank’s
growth with its current partner sponsors and contractors.”'®

From the information available in the public portion of this notice, it is unclear
exactly how the relationship among Home Depot, its contractor customers, home
improvement customers, and EnerBank will work. It seems likely that Home
Depot will use its contractors to market EnerBank's loan services to home
improvement customers employing the contractors’ services. This relationship is
sure to cause confusion for the loan applicants, and raise questions regarding
customer protections under the Truth in Lending Act and other required
consumer disclosure laws.

Will the customers know that the loan is not tied to the purchase of products from
Home Depot, especially since their first point of contact will be a contractor and
not a loan officer from the bank? Will the customer be given the opportunity to
shop around for better offers, or even know that they can ask their contractor to
purchase materials from home improvement stores other than Home Depot? Will
there be other incentives provided to borrowers to become Home Depot
customers, or EnerBank customers? Will goods be discounted, but credit rates
high, or credit rates low, but the price of Home Depot goods high? Or will
discounts accrue to the benefit of the contractor and not the borrower-
homeowner? The business plan and structure of the arrangement virtually
guarantees that there will be conflicts of interest.

Proposed Home Depot/EnerBank Transactions Illegal

In fact, as structured the Home Depot/EnerBank arrangement appears to be
predicated on illegal affiliate transactions under Section 23A of the Federal
Reserve Act' and Federal Reserve Regulation W. These laws place
quantitative limits on transactions between a bank and its affiliates. Section 23A
prohibits a member bank from engaging in a “covered transaction” with an
affiliate if the aggregate amount of the bank’s covered transactions with an
affiliate would exceed 10% of the bank’s capital stock and surplus. Even if
EnerBank is not a Federal Reserve member bank, Section 23A still applies. The

"2 Change in Control Notice, page 10.
'3 Change in Control Notice, page 10.
" 12 U.S.C. Section 371c.
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Federal Deposit Insurance Corporation Act applies Section 23A to every
nonmember insured bank in the same manner that it applies to a member bank.'

It is clear that some of the proceeds of EnerBank’s home improvement loans will
be used to purchase goods and services from Home Depot, thereby benefiting
Home Depot. For instance, Home Depot’s notice states that “EnerBank’s
contractor delivery mode! will deepen our relationship with contractors—and we
believe that will help us earn more of their business.” Section 23A and Federal
Reserve Regulation W state that a “member bank must treat any of its
transactions with any person as a transaction with an affiliate to the extent that
the proceeds of the transaction are used for the benefit of, or transferred to, an
affiliate.”'® Therefore, any proceeds of EnerBank’s home improvement loans
used to purchase goods at Home Depot must be considered “covered
transactions” and therefore subject to the quantitative limits of Section 23A, since
the proceeds of those loans will benefit an affiliate--Home Depot."”

In light of the stated business plan of Home Depot and EnerBank, it is highly
likely that these covered transactions will exceed the 10 percent limit allowable
under Section 23A and Regulation W.

ILC Expansion Would Destabilize Local Communities and Harm Consumers

It would be absurd to assert that community banks seek to close the ILC loophole
because they fear competition. Community bankers welcome competition.
Community bankers compete with thousands of other community banks, large
regional and nationwide banks, tax-subsidized credit unions and farm credit
associations, securities firms and equity dealers, mortgage brokers and real
estate companies, non-regulated finance companies and payday lenders, the
local post office and Western Union, and the list goes on. Community bankers
not only welcome competition, we thrive on it. Healthy and fair competition
stimulates the development of new product and service lines that not only help
our bottom line, but create real value for our customers. To suggest that
community bankers are afraid of competition is uninformed, unwarranted, and
only diverts attention away from the real policy issues.

The Wal-Mart Bank Expansion
In addition to its stated plan to stake out a major position in the nation’s
payments system, Wal-Mart could have easily changed its business plan and

¥ See 12 U.S.C. Section 1828(j).

" See 12 U.S.C. 371c(a)(2) and 12 CFR 223.16.

7 Based on a previous letter ruling issued by the Federal Reserve in 1996 involving American
State Bank in Wilson, Arkansas, we believe that the Federal Reserve would consider EnerBank’s
home improvement loans to be “covered transactions” under Section 23A."7 In the American
State Bank situation, the bank extended crop production loans to tocal farmers, including farmers
who leased land from an affiliate. Since the affiliate received lease payments from the farmers
based on the farmers’ income, the Federal Reserve ruled that the affiiate indirectly benefited
from the bank’s crop production foans and therefore the loans were “covered transactions” under
Section 23A. See Federal Reserve Board letter issued to Ms. Charla Jackson of American State
Bank, August 26, 1996.
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opened retail operations throughout its network of stores. Its establishment of a
bank in Mexico and recently revealed changes in U.S. bank leases demonstrate
that Wal-Mart continues to see retail financial services as a growth opportunity.

Wal-Mart has the size and resources to engage in predatory pricing for as long
as it takes to drive local competitors out of the market — not only community
banks, but other locally owned small businesses as well. A community bank is
only as strong as the community it serves. if our small business customers are
driven out of business and our communities are damaged, our deposit base will
suffer, our earning assets will decline, and the level of resources available for
capital development and community lending will deteriorate.

Small businesses, including community banks, bring value well beyond their
assets to a community through local ownership, hands-on knowledge of the
community and a stakeholder commitment to the community. Community banks
provide funding and support for local businesses and economic development
projects. Community bankers and the small business owners they support not
only volunteer hundreds of hours a year to serve on school and hospital boards
and other civic organizations, but we also donate many thousands of dollars
every year to civic causes. We do this because we live in the community, take
pride in the community, and have a financial stake in the community. We stay
with the community in good times and in bad.

Our concern is that distant commercial owners of ILCs would not share in this
commitment. For example, it has been demonstrated in community after
community that Wal-Mart stores shut down when the bottom line got too small.
Various retail outlets competing with Wal-Mart have charged that it engages in
predatory pricing practices to capture market share, then raises prices once
competitors are eliminated. If the bottom line gets too small, they abandon the
community.”® Locally owned businesses do not abandon their communities
when the times get tough.

Home Depot
A Home Depot-owned bank, like a Wal-Mart bank, would create competitive
imbalances in the banking industry and inflict lasting damage on community
banks and thereby the communities they serve.

There is no evidence that the credit needs of home improvement loan customers
are not being met by conventional sources, such as banks, thrifts and credit
unions. Indeed, community financial institutions are constantly looking for new
opportunities to serve their customers, build their communities, and strengthen
their loan portfolios, and most have ample available lendable funds to do so.

Neither is there any evidence that Home Depot needs an additional credit outlet
for its home improvement customers. Indeed, Home Depot states in its notice

**See, e.g., When Wal-Mart Pulls Out, What's Left?, New York Times, March 5, 1995; Store
Shuts Doors on Texas Town; Economic Blow for Community, USA Today, October 11, 1990;
Arrival of Discounter Tears Civic Fabric of Small-Town Life, Wall Streef Journal, April 14, 1987.
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that it “already finance[s] home improvements with credit cards and home
improvement loans marketed directly to consumers.”™® With Home Depot's
profits growing at a rate of 17% annually, these methods are obviously working,
raising questions about the need for an additional source of credit for Home
Depot’s customers. It is unclear in the application whether these direct marketing
efforts will cease or continue if Home Depot acquires EnerBank.

We are also concerned that a Home-Depot-owned bank would have the size and
resources to engage in predatory pricing to capture the local home improvement
loan market to the detriment of locally-owned banks. With Home Depot's
resources backing EnerBank, it would have the ability to unfairly undercut loan
rates offered by local banks, resulting in lost business opportunities and lower
earned interest for community banks. Would the marginal benefit that would
accrue to Home Depot outweigh the harm that would be inflicted on community
banks in the way of diminished capacity? Given the importance of community
banks to the communities they serve, the answer is clearly no.

The marketing technique that Home Depot intends to employ with EnerBank
could reduce competition and ultimately result in higher costs for consumers.
And even though the notice states loan will not be specifically tied to a Home
Depot purchase, since the contractor would be introduced to the bank through
Home Depot, this no doubt would build a loyalty to Home Depot products, exactly
what Home Depot's stated purpose is.

In addition, EnerBank would actually train contractors to close deals, presenting
concerns regarding adequate provision of consumer disclosures such as Truth in
Lending disclosures, etc. These contractors are neither employees of Home
Depot nor the bank, raising concerns about who will ensure that consumers
receive proper disclosures and other legally required information.

ICBA also is concerned that there is nothing to prevent Home Depot from
expanding its business plan for EnerBank down the road, even though Home
Depot has described a very limited business plan in the public portion of its
notice and stated that it has no plans to offer traditional banking services. With
more than 2,000 locations in North America, should Home Depot decide to
expand into retail branch banking, it would have a ready made brick and mortar
network in place to create one of the largest branch banking operations in the
nation. Considering the volatile nature of the home improvement industry, there
is no way to predict how Home Depot’s business plans would change if there
were a sudden downturn in the industry. Were Home Depot to engage in retail
banking through such a network of branches, it would pose a serious competitive
threat to the community banking industry and to the health of local communities
in much the same way that a retail Wal-Mart bank would pose such a threat.

™ Change in Control Notice, page 11.
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Jeopardizes the Payments System

The Wal-Mart application highlighted another area of risk posed by the ILC
loophole: risks to the objectivity and security of the payments system. Wal-Mart
said that its business plan for the IL.C was narrowly drawn to provide back office
processing of credit card, debit card and electronic check transactions in Wal-
Mart stores. However, even this seemingly narrow range of activity could have
had far-reaching and detrimental effects. A Wal-Mart bank could have provided
Wal-Mart with the capability to exert undue influence on the payments system
through its suppliers to the detriment of other participants. A Wal-Mart bank
could have posed significant systemic settlement and security risks to the
payments system and its participants given Wal-Mart's dominant role in the
global economy.

Banks play a central rofe in the payments system. The Wal-Mart Bank proposed
to process the hundreds of millions of payments customers make in Wal-Mart
stores. These customers pay with checks and cards issued by just about every
bank in the country. Currently, fully regulated banks do this work for Wal-Mart.

While companies other than banks may help stores and banks process check
and card transactions, only banks can actually transfer funds from one party to
ancther, known as settlement. Federal supervisors make sure that banks follow
stringent policies and procedures to manage the risks involved in clearing and
settling payments transactions and have adequate capital. These risks include
fraud and potential insolvency of those who are making and accepting payments,
and those who are clearing and settling them.

A Wal-Mart bank would have signaled a paradigm shift in the payments industry.
To stay competitive, other retailers would have had to follow suit. In a retailer-
driven payments environment, seeking competitive advantage, rather than risk
mitigation, would be the driving force. Consumers, small businesses, and banks
of all sizes would be the victims if risk mitigation policies become secondary to
market share.

Just because Wal-Mart has withdrawn its application doesn’'t mean that this
threat to the payments system has gone away. Another company — or even Wal-
Mart itself — could seek an ILC charter for these same purposes and pose the
same dangers. Congress needs to act now.

Credit Union ILC Applications

Credit unions had also applied for ILC charters. In California, the giant Wescom
Credit Union, with over $3 billion in assets, applied to acquire an existing ILC,
while a group that includes Corporate One Credit Union and CUNA Mutual, had
sought to charter a Utah ILC. Both cases were attempts by tax exempt entities
regulated by one financial agency (NCUA) to use a charter regulated by another
(FDIC) to avoid restrictions on their fields of membership. This was a particularly
bizarre turn of events, particularly because the NCUA is commonly considered a

12
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less effective regulator than the FDIC. lt is hard to determine which is worse, an
ILC controlled by a completely unsupervised — but tax paying — firm, oran ILC
controlled by an inadequately supervised and tax exempt institution. Thankfully,
the credit applications were withdrawn. But, like the Wal-Mart application, they
could be revived or other credit union groups could make similar attempts.

Congress should step in as soon as humanly possible to clearly block credit
union involvement in the ILC industry.

Enhanced ILC Supervision Necessary to Maintain a Safe, Sound, and
Objective Financial System

Senator Garn told the FDIC that the ILC charter was grandfathered in 1987 and
exempted from the Bank Holding Company Act to serve narrow purposes. Until
recently, that is how most ILC holding companies used their charters. But that is
rapidly changing, as the Home Depot and other applications demonstrate. The
growing popularity of the ILC charter and its proposed use for broader purposes
demonstrates that the narrowly intended ILC exception could eventually swallow
the general rule. A charter based in one state could begin dominating the
nation’s payments system, become a dominant home improvement financer, and
even further broaden the field of membership for tax-exempt credit unions.

Unfortunately, the FDIC currently lacks clear statutory authority to take all of
these broad policy implications into account as it considers the pending ILC
applications. That is why they provided Congress with an additional year to
consider the issue. While ICBA believes that the FDIC has ample grounds under
current law to deny several of the pending applications, especially Home Depot’s,
it may eventually be compelled to grant a disturbing number of them. So, clearly
it is time for Congress to revisit the ILC loophole and take effective steps to close
it. That is essential to maintain the safety and soundness of our financial system,
ensure regulatory equity, and prevent conflicts of interest that would damage the
new Deposit Insurance Fund, consumers, and potentially taxpayers.

The Government Accountability Office produced a report on the ILC
phenomenon in 2005. It discussed the need for enhanced supervision of I{LCs,
especially the need for consolidated supervision over both the ILCs and their
holding companies. Key portions of the report are worth repeating at some
length:

Because most ILCs exist in a holding company structure, they are subjected to risks from
the holding company and its subsidiaries, including adverse intercompany transactions,
operations, and reputation risk, similar to those faced by banks and thrifts existing in a
holding company structure. However, FDIC's authority over the holding companies and
affiliates of ILCs is not as extensive as the autherity that consolidated supervisors have
over the holding companies and affiliates of banks and thrifts. For example, FDIC's
authority to examine an affiliate of an insured depository institution exists only to disclose
the relationship between the depository institution and the affiliate and the effect of that
relationship on the depository institution. Therefore, any reputation or other risk from an
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affiliate that has no relationship with the ILC could go undetected. In contrast, consolidated
supervisors, subject to functional regulation restrictions, generally are able to examine a
nonbank affiliate of a bank or thrift in a holding company regardless of whether the affiliate
has a relationship with the bank. FDIC officials told us that with its examination authority,
as well as its abilities to impose conditions on or enter into agreements with an ILC holding
company in connection with an application for federal deposit insurance, terminate an
ILC's deposit insurance, enter into agreements during the acquisition of an insured entity,
and take enforcement measures, FDIC can protect an ILC from the risks arising from being
in a holding company as effectively as with the consolidated supervision approach.
However, we found that, with respect fo the holding company, these authorities are limited
to particular sets of circumstances and are less extensive than those possessed by
consolidated supervisors of bank and thrift holding companies. As a result, FDIC's
authority is not equivalent to consolidated supervision of the holding company.

* kX

As a result of their authority, consolidated supervisors take a systemic approach to
supervising depository institution holding companies and their nonbank subsidiaries.
Consolidated supervisors may assess lines of business, such as risk management,
internal control, IT, and internal audit across the holding company structure in order to
determine the risk these operations may pose to the insured institution. These authorities
enable consolidated supervisors to determine whether holding companies that own or
control insured depository institutions, as well as holding company nonbank subsidiaries,
are operating in a safe and sound manner so that their financial condition does not
threaten the viability of their affiliated depository institutions. Thus, consolidated
supervisors can examine a holding company subsidiary to determine whether its size,
condition, or activities could have a materially adverse effect on the safety and soundness
of the bank even if there is no direct relationship between the two entities. Although the
[Federal Reserve] Board's and OTS's examination authorities are subject to some
limitations, as previously noted, both the Board and OTS maintained that these limitations
do not restrict the supervisors' ability to detect and assess risks to an insured depository
institution's safety and soundness that could arise solely because of its affiliations within
the holding company .2

As | have indicated, in addition to preventing new commercial ownership of ILCs,
H.R. 698 would address these supervisory issues. It merits rapid Congressional

Conclusion

It has now become urgent that Congress enact comprehensive reform legisiation
to address the ILC loophole. This issue has gone well beyond the interests of a
few companies in a handful of states. What Congress grandfathered 20 years
ago as a narrow exception to the separation of banking and commerce and
consolidated holding company supervision threatens to quickly become a way for
the nation’s retail and industrial firms to enter into full service banking. There are
still a number of applications for ILC charters or acquisitions pending today.

% GAO report number GAO-05-621, 'Industrial Loan Corporations: Recent Asset Growth and
Commercial Interest Highlight Differences in Regulatory Authority,’ September 22, 2005.
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More will almost certainly be filed unless Congress closes the loophole. The
financial system’s safety and soundness, integrity, and ability to serve local
communities and small businesses are all at great risk. Fortunately, Congress
has before it a strong legislative proposal that will effectively address these risks.
But the clock is ticking down towards the end of the FDIC moratorium. ICBA
urges Congress to take prompt and positive action.
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March 21, 2007

The Honorable Nancy Pelosi
Speaker

US. House of Representatives
232 The Capitol
Washington, DC 20515

Dear Speaker Pelosi:

The undersigned state banking organizations support the Industrial Bank Holding Company
Act of 2007 (HLR. 698). This legislation would maintain the separation of banking and
commerce by preventing commercial firms from acquiring or establishing industrial loan
companies (ILCs). It would also provide for regulation and supervision of ILC holding
companies by the FDIC. This legislation ts necessary to ensure equitable financial
regulation, protect consumers and small businesses from conflicts of interest, and maintain
the safety and soundness of the nation’s financial system.

Sincerely,

Alabama Bankers Association

Alaska Bankers Association

Anzona Bankers Association

Arkansas Bankers Association

Arkansas Community Bankers Association
Bank Holding Company Association

Bluegrass Bankers Association

California Bankers Association

California Independent Bankers

Colorado Bankers Association

Community Bankers Association of Alabama
Community Bankers Association of Georgia
Community Bankers Association of Illinois
Community Bankers Association of Kansas
Community Bankers Association of New Hampshire
Community Bankers Association of Ohio
Community Bankers Association of Oklahoma
Community Bankers of Wisconsin
Connecticut Bankers Association

Connecticut Community Bankers Association
Delaware Bankers Association

Florida Bankers Association

Georgia Bankers Association

Heartland Community Bankers Association
Idabo Bankers Association

Illinois Bankers Association

Hhnois League of Financial Institutions
Independent Bankers Association of New York State
Independent Bankers Association of Texas
Independent Bankers of Colorado
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Independent Banks of South Carolina
Independent Community Bankers Association of New Mexico
Independent Community Bankers of Maine
Independent Community Bankers of Minnesota
Independent Community Bankers of South Dakota
Independent Community Banks of North Dakota
Indiana Bankers Association

Towa Bankers Association

Iowa Independent Bankers

Iowa’s Community Bankers

Kansas Bankers Association

Kentucky Bankers Association

Louistana Bankers Association

Maine Association of Community Banks

Maine Bankers Association

Maryland Bankers Association

Massachusetts Bankers Association
Massachusetts Independent Bankers Association
Michigan Association of Community Bankers
Michigan Bankers Association

Minnesota Bankers Association

Mississippi Bankers Association

Missour Barnkers Association

Missouri Independent Bankers Association
Montana Bankers Association

Montana Independent Bankers

Nebraska Bankers Association

Nebraska Independent Community Bankers
Nevada Bankers Association

New Hampshire Bankers Association

New Jersey Bankers Association

New Jersey League of Community Bankers

New Mexico Bankers Association

New York Bankers Association

North Carolina Bankers Association

North Dakota Bankers Association

Ohio Bankers League

Oklahoma Bankers Association

Oregon Bankers Association

Pennsylvania Association of Community Bankers
Pennsylvania Bankers Association

Puerto Rico Bankers Association

Rhode Island Bankers Association

South Carolina Bankers Association

South Dakota Bankers Association

Tennessee Bankers Association

Texas Bankers Association

Vermont Bankers Association

Virginia Association of Community Banks
Virginia Bankers Association
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Washington Bankers Association

Washington Financial League

Washington Independent Community Bankers Association
West Virginia Association of Community Banks

West Virginia Bankers Association

Wisconsin Bankers Association

Wyoming Bankers Association
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Testimony of
Amy Isaacs
on behalf of
Americans for Democratic Action
before the
House Committee on Financial Services
April 25, 2007

Washington, D.C.

My name is Amy Isaacs. [ appreciate the opportunity to testify in my capacity as
national director of Americans for Democratic Action representing our more than 65,000
members.

Unlike my colleagues on this panel, I am not an expert in banking. I am, however,
a consumer as are the members of my organization and we have deep concerns about the
impact granting an Industrial Loan Companies charter to any commercial enterprise will
have on individual consumers and small business. It is, therefore, with great pleasure
that we endorse HR 698, The Industrial Bank Holding Company Act of 2007,

Although the Industrial Bank Holding Company Act of 2007 is not specifically
about Wal-Mart, I will focus the bulk of my remarks on Wal-Mart as perhaps the most
pemnicious example of the problems which can arise when banking and commerce are

irrevocably intertwined. A bright line between the two must be firmly drawn,
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We applaud Wal-Mart’s decision not to pursue an ILC charter, if not its reasons.
We opposed the granting of the charter for a number of reasons which could apply far
beyond the Wal-Mart example.

Wal-Mart’s application for a charter to enter the banking business was fraught
with risk -- risk which, in the end, would have been guaranteed by the American
taxpayer. A bank tied to one of the world’s largest retailers would face unique
commercial and reputational risks. We believe that the regulatory agencies charged with
supervising these risks lack the experience or capacity to understand how to evaluate or
minimize this risk.

One giant retailer after another has been forced into chapter 11 or has disappeared
altogether because of sudden changes in the commercial environment. K-Mart,
Woolworth, and Montgomery Ward are all examples of dominant retailers who lost their
way, have been reorganized or have disappeared. Business models change as do
consumer preferences. The changes are frequently rapid and unexpected. The federal
government is not and should not be in the business of understanding the risks of large-
scale retailing. It should not have to worry about the safety and soundness of a global
retail business dependent on complex global supply systems.

For example, if a sudden shift in our trade relations with China should occur,
Wal-Mart could face serious economic distress. Other business disasters are quite
possible and each of them has little to do with the traditional process of bank
examination. The reality is that if the retail operation faces disaster so will the bank.

Depositors will flee and regulators will be in the business of a rescue.
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Wal-Mart faces another kind of risk — the risk of social ostracism for its routine
anti-social behavior. Wal-Mart, despite attempts to sugar coat its image, has an
cstablished pattern of irresponsible — some might say — unethical practices. It shorts
employees on health care, it has flouted wage and hour laws, it has been involved in
multiple cases of alleged discrimination. The company has been accused of using
undocumented workers and has had a senior executive say he padded his expenses to
conceal anti-union expenditures.

Anti-social behavior carries with it the risk of a damaged reputation and with it a
run on the bank. The government cannot be in the position of insuring against that risk.
There are many examples of anti-social behavior leading to the demise of financial
institutions, the late Riggs Bank being just one example.

The record of Wal-Mart’s anti-social behavior does not provide the picture of a
company that is anxious to provide public service and meet community needs. It is the
record of a company that could, as the result of some unforeseen incident, be the subject
of public outrage when the outrage becomes public.

We are deeply concerned that Wal-Mart and other similar commercial enterprises
will misuse their market power. As state chartered Industrial Loan Companies, the Wal-
Mart Bank, or any other such entity, would not be subject to the stricter regulations of
bank-holding companies. In this instance, we believe the world’s largest retailer would
quickly move to use its position in the market place and its control of prime real estate to
become one of the largest banks in the United States.

We are also concerned about issues of privacy. Retailers already work hard to

gather personal information about their customers. Examples of their efforts include
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supermarket discount cards which allow the company to keep a record of everything you
buy and credit card companies which sell information about customers purchasing
patterns to direct mail marketers. The law allows individuals to opt out, but the law is
weak indeed. It is bad enough that banks market other financial service products using
customer information. What will Wal-Mart or others do with their customers’ financial
information? I submit that our imaginations are not adequate to the task of understanding
the abuses that lie ahead.

Despite its claim that the Wal-Mart Bank would be used solely to process credit
card, debit card and electronic check transactions from its retail outlets, it has made clear,
in the past, its desire to become a full-service commercial bank. In fact, if Wal-Mart had
been granted an Industrial Loan Company charter, it would have been able to offer
everything an ordinary bank could: savings accounts, checking accounts, mortgages, and
a variety of loans for everything from home improvement, to car purchases, to small
business loans.

The potential for conflict of interest is obvious. Will Wal-Mart, for example,
make loans to competitors? Should it have access to credit information about its
competitors? Throughout its history, Wal-Mart has operated with the goal of dominating
markets. It works to control competition in the areas where it operates. The result has
been the extinction of many long-term community small businesses. There is no reason
to believe that Wal-Mart’s proposed foray into the banking industry would have been
held to a different standard. In such instances, consumer protections would need to be

stringent.
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On March 15, 2006 Utah Governor John Huntsman, Jr. signed into law a bill that
will allow lenders to protect themselves against class action suits in Utah and elsewhere.
This bill appears to be an effort to make the Utah charter even more favorable for a bank
that is likely to draw litigation and complaint from customers and employees. An
institution proposing to meet community needs and provide important financial services
should not need this kind of protection.

We reject the view that Wal-Mart is offering services to save customers money on
transactions. The company, and other similar ones, is not a charity — it is in business to
make money. Make no mistake; these companies want to use their retail power to muscle
their way into the financial services industry in a big way. Such companies already offer
paycheck cashing, money order purchases, money transfers, on-line credit reports and
check printing. Wal-Mart has an entire subsidiary to promote and coordinate its financial
services and leases space in many of its stores to other banks. Had it been granted a
charter, it would have used its power to muscle past community banks and credit unions
which really do care about their own communities.

Among the seven factors the law requires be considered in accepting an
application for an ILC charter is “the convenience and needs of the community to be
served.” Mixing retail commerce and banking would make it impossible to meet that
standard. The conflict of interest and the push for market dominance argue against a
charter serving any need or convenience other than the retailers’. Existing institutions
leasing space in a Wal-Mart or other similar store could just as easily serve the
customers. Today, many banks have arrangements with supermarket chains. These bank

branches meet the needs of customers and the needs of the community.
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Another of those seven factors is “The general character and fitness of the
management of the depository institution.” By any objective review, Wal-Mart fails to
meet that standard. There are many examples: |

e Wal-Mart has proven its own inability to maintain accountability. They
claim that their former Vice Chair Thomas Coughlin “misappropriated
hundreds of thousands of dollars in corporate assets to pay for personal
expenditures ranging from the petty to the extravagant.” Coughlin
subordinates have been implicated as well. Coughlin’s defense is that he
submitted false invoices to obtain reimbursement for secret anti-union
activities which, if true, is in itself a serious violation of the federal labor
law, Although Wal-Mart has submitted the case to a federal grand jury for
investigation, it also fired the vice president who reported Coughlin’s
actions bringing into serious question its application of whistleblower
protections.

s In addition, Wal-Mart repeatedly has been found systematically to hire
undocumented workers. The federal government says they have wiretaps
showing that Wal-Mart executive knew their company was using illegal
workers and Wal-Mart was forced to pay an $11 million settlement to
avoid prosecution. In an ironic twist, many of these workers were
nightshift janitors who subsequently sued Wal-Mart alleging that the
company knowingly coordinated their exploitation. Some of the plaintiffs

earned a mere $325 for 60-hour weeks. Included in the lawsuit are
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charges that Wal-Mart locked the janitors in stores overnight (a violation
of safety laws) and sometimes refused to pay them at all.
Over the years, Wal-Mart’s record on discrimination has been appalling.
The EEOC, in 1997 brought and won four cases involving race, gender
and disability discrimination. Court records indicate Wal-Mart turns a
blind eye to instances of sexual harassment. A suit was brought seeking
class action status on behalf of more than 100 African American truck
drivers denied employment by Wal-Mart. Yet, this is the same company
applying for an ILC in a state which just enacted a law forbidding class
action suits against lenders.
Similarly, Wal-Mart is the nation’s largest employer of women but it is
falling far behind in promoting women. A committee to promote diversity
was formed in 1998 but, subsequently, was disbanded with none of its
recommendations implemented. In 2001, a class action suit was filed
against Wal-Mart in California claiming gender discrimination in pay and
promotion. The lawsuit, which began with six women, expanded to
include as many as 1.6 million current and former female employees.
Patterns of discrimination in promotion and pay were found in all regions
where Wal-Mart operates.
Further areas of concern, include repeated instances of violating child
labor laws, wage and hour violations, and a combative approach to worker

compensation claims that resulted in the state of Washington ordering the
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company to relinquish control of its workers’ compensation claims
handling.

By any measurable standard, “The general character and fitness of the
management of the depository institution” should have been found wanting and resulted
in the rejection of Wal-Mart’s application for an ILC charter bank. Wal-Mart clearly saw
the handwriting on the wall when it withdrew its application. But, until and unless, the
Industrial Bank Holding Company Act of 2007 is enacted and signed into law, we cannot
be guaranteed that a Wal-Mart type problem or similar problem will not recur with a less
auspicious outcome.

Americans for Democratic Action is an organization which stands for liberal
values. We see bank regulation as an area where true conservative values should prevail.
By granting a charter, and with it deposit insurance, the government should not be taking
the risk of regulating a business it does not understand. It should not insure depositors
against a corporation’s anti-social behavior and the attendant reputational risk. It should
leave banking to real bankers.

For these and other reasons, Americans for Democratic Action strongly urges you

the passage of H.R. 698. Thank you for your consideration.

Amy Isaacs, National Director
Americans for Democratic Action
1625 K Street, N.W.

Suite 210

Washington, D.C. 20006
202/785-5980
afisaacs(@adaction.org
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Chairman Frank, Ranking Member Bachus, and members of the Committee, 1 am pleased
to appear today to provide the views of the Board of Govemors of the Federal Reserve System
on industrial loan companies (ILCs) and H.R. 698, the Industrial Bank Holding Company Act of
2007. The Board commends the Commiftee for holding this hearing and for considering ways of
addressing the important public policy implications raised by the special exception for ILCs in
federal law. ILCs are state-chartered banks that have virtually all of the powers and privileges of
other insured commercial banks, including the protections of the federal safety net—-deposit
insurance and access to the Federal Reserve’s discount window and payments system.
Nonetheless, ILCs operate under a special exception to the federal Bank Holding Company Act
(BHC Act). This special exception allows any type of firm, including a commercial firm or
foreign bank, to acquire and operate an ILC chartered in one of a handful of states without
complying with the standards that Congress has established for bank holding companies to
maintain the separation of banking and commerce and to protect insured banks, the federal safety
net and, ultimately, the taxpayer.

‘We believe it is critical for Congress to consider and address the important public policy
implications raised by the ILC exception, particularly in light of the dramatic recent growth and
potential future expansion of banks operating under this special exception. If left unchecked, this
recent and potential future growth of firms operating under the exception threatens to undermine
the decisions that Congress has made concerning the separation of banking and commerce in the
American economy and the proper supervisory framework for companies that own a federally
insured bank. The ILC exception also creates an unlevel competitive playing field by allowing

both financial and commercial firms to own an insured bank but avoid the prudential limitations,
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supervisory framework and restrictions on affiliations that apply to corporate owners of other
insured banks.

The Board appreciates the steps that the Federal Deposit Insurance Corporation (FDIC)
recently has taken regarding ILCs. These include extending the temporary moratorium on the
acquisition of ILCs by commercial firms and seeking ways to help address the supervisory gaps
caused by the ILC exception. However, only Congress can craft a solution that addresses the full
range of issues created by the ILC exception in current law in a permanent, comprehensive and
equitable manner. Your decisions on these matters, whether by action or inaction, also will
influence the structure, soundness and resiliency of our financial system and economy. As I will
discuss, the Board believes the best way to prevent this exception from further undermining the
general policies that Congress has established and further promoting competitive and regulatory
imbalances within the banking system is to close the loophole in current law going forward.
This is precisely the approach that Congress has taken on previous occasions when earlier
loopholes began to be used in unintended and potentially damaging ways. H.R. 698 would
narrow, but not close, this loophole.

The ILC Exception and Its Origins

The BHC Act, originally enacted in 1956, provides a federal framework for the
supervision and regulation of companies that own or control a bank and their affiliates. This
comprehensive framework is intended to help protect the safety and soundness of corporately
controlled banks that have access to the federal safety net and to maintain the general separation
of banking and commerce in the United States. It does so principally in two ways. First, the act
provides for all bank holding companies, including financial holding companies formed under

the Gramm-Leach-Bliley Act (GLB Act), to be supervised on a consolidated or group-wide basis
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by the Federal Reserve. And second, the act prevents bank holding companies from engaging in
general commercial activities and allows bank holding companies that qualify as financial
holding companies to engage only in those activities that Congress or the Board (in consuitation
with the Treasury Department, in certain cases) has determined to be financial in nature or
incidental or complementary to a financial activity.’

The ILC exception allows a company to acquire an insured bank chartered in one of a
handful of states--principally Utah and California--without becoming a bank holding company
under the BHC Act and without abiding by the supervisory and regulatory framework
established under that act. Ironically, the special exception for ILCs was enacted in 1987 as part
of a broader legislative package designed to close an earlier loophole—-the so-called nonbank
bank loophole--that increasingly was being exploited by large commercial and financial firms to
evade the nonbanking restrictions and consolidated supervisory requirements of the BHC Act. In
1987, Congress acted affirmatively to close this loophole by passing the Competitive Equality
Banking Act (CEBA). That act expanded the definition of “bank™ in the BHC Act to include
any FDIC-insured bank (regardless of the activities it conducts) and any banking institution
that both offers transaction accounts and makes commercial loans (regardless of whether it is
FDIC-insured). Importantly, the act also provided that, subject to certain limited exceptions, any
company that acquired an institution meeting this expanded definition of “bank™ would be
subject to the same activity restrictions and supervisory and regulatory framework as other bank

bolding companies, including the prohibition on engaging in commercial activities.

! Bank holding companies that do not qualify to be a financial holding company under the GLB Act are permitted
to engage in a smaller range of activities that have been found to be “closely related to banking.”
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One of the exceptions adopted in CEBA was for ILCs chartered in those few states that,
as of March 5, 1987, had in effect or under legislative consideration a law requiring ILCs to have
FDIC insurance. At the time, the size, nature and powers of ILCs were quite restricted. ILCs
were first established in the early 1900s to make small loans to industrial workers. For many
years, they were not generally permitted to accept deposits or obtain FDIC insurance. In fact, at
the time CEBA was enacted, most ILCs were small, locally owned institutions that had only
limited deposit-taking and lending powers under state law. As of year-end 1987, the largest ILC
had assets of approximately $410 million and the average asset size of all ILCs was less than
$45 million. The relevant states also were not actively chartering new ILCs. At the time CEBA
was enacted, for example, Utah had only eleven state-chartered IL.Cs and had a moratorium on
the chartering of new ILCs. Moreover, interstate banking restrictions and technological
limitations made it difficult for institutions chartered in a grandfathered state to operate a retail
banking business regionally or nationally.

Changing Character and Nature of ILCs

What was once an exception with limited and local reach has now become the avenue
through which large national and international financial and commercial firms have acquired a
federally insured bank and gained access to the federal safety net. Indeed, dramatic changes
have occurred with ILCs in recent years that have made ILCs virtually indistinguishable from
other commercial banks. For example, in 1997, Utah lifted its moratorium on the chartering of
new ILCs, allowed ILCs to call themselves banks, and authorized ILCs to exercise virtually all
of the powers of state-chartered commercial banks. Since that time, Utah also has begun to
charter new ILCs and to promote them as a method for companies to acquire a federally insured

bank while avoiding the requirements of federal supervision and regulation under the BHC Act.
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As a result of these and other changes, the aggregate amount of assets and deposits held
by all ILCs operating under this exception increased substantially just in the nine years between
1997 and 2006, with assets increasing by more than 750 percent (from $25.1 billion to
$212.8 billion) and deposits increasing by more than 1000 percent (from $11.7 billion to
$146.7 billion). In fact, in 2006 alone, the assets and deposits of ILCs increased by $62.7 billion
and $38.8 billion, respectively. The number of Utah-chartered ILCs also has doubled since
1997, while declining in the few other states permitted to charter exempt ILCs.

The nature and size of individual ILCs and their parent companies also has changed
dramatically in recent years. While the largest ILC in 1987 had assets of approximately
$410 million, the largest ILC today has more than 367 billion in assets and more than $54 billion
in deposits, making it among the twenty largest insured banks in the United States in terms of
deposits. An additional twelve ILCs each have more than $1 billion in deposits. And, far from
being locally owned and focused on small-dollar consumer loans, many today are controlled by
large, internationally active companies and are used to support various aspects of these
organizations’ complex business plans and operations.

While the growth of ILCs and diversity of ownership in recent years are impressive, it
also is important to keep in mind that the exception currently is open-ended and subject to very
few statutory restrictions. Although only a handful of states have the ability to charter exempt
ILCs, there is no limit on the number of exempt ILCs that these states may charter, and the FDIC
currently has several applications pending to establish new ILCs or to acquire existing ones.

Moreover, federal law places no limit on how large an ILC may become and only limited
restrictions on the types of activities that an ILC may conduct. For example, ILCs may operate

under the exception so long as they do not accept demand deposits that the depositor may
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withdraw by check or similar means for payment to third parties. Nevertheless, some ILCs
engage in retail banking activities by offering retail customers negotiable order of withdrawal
(NOW) accounts--transaction accounts that are functionally indistinguishable from demand
deposit accounts. In addition, federal law allows new or existing ILCs of any size to collect
FDIC-insured savings or time deposits from institutional or retail customers and offer the full
range of other banking services, including commercial, mortgage, credit card, and consumer
loans; cash management services; trust services; and payment-related services, such as Fedwire,
automated clearinghouse (ACH) and check-clearing services. Moreover, federal law permits
ILCs to branch across state lines to the same extent as other types of insured banks. And, due to
advances in telecommunications and information technology, some ILCs now conduct their
activities throughout the United States--without physical branches--through the Internet or
through arrangements with affiliated or unaffiliated entities.
Public Policy Implications of the Exception

Without action, further expansion of banks operating under this exception threatens to
undermine several fundamental policies that Congress has established and reaffirmed governing
the structure, supervision and regulation of the financial system. The ILC exception also fosters
an unfair and unlevel competitive and regulatory playing field by allowing firms that acquire an
insured ILC in a handful of states to operate outside the activity restrictions, consolidated
supervision and regulatory framework that apply to other community-based, regional and
diversified organizations that own a bank. Addressing these matters will only become more
difficult if additional companies are permitted to acquire ILCs and operate under a different

supervisory and regulatory regime than the owners of other insured banks. Let me discuss these
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points in more detail and comment on how thesc matters would be addressed under H.R. 698, the
Industrial Bank Holding Company Act of 2007, as introduced.

Bank Affiliations with Commercial Entities. For many years, Congress has sought to
maintain the general separation of banking and commerce in the United States and has acted
affirmatively to close loopholes that create significant breaches in the wall between banking and
commerce. For example, one of the primary reasons for enactment of the BHC Act in 1956, and
its expansion in 1970 to cover companies that control only a single bank, was to help prevent and
restrain combinations of banking and commercial firms under the auspices of a single holding
company. And, as noted earlier, when the nonbank bank loophole threatened to undermine the
separation of banking and commerce, Congress acted in 1987 to close that loophole.

In doing so, Congress was motivated by several concerns. One concern was that
allowing the mixing of banking and commerce might, in effect, lead to an extension of the
federal safety net to commercial affiliates and make insured banks susceptible to the reputational,
operational and financial risks of their commercial affiliates. Congress also expressed concern
that banks affiliated with commercial firms may be less willing to provide credit to the
competitors of their commercial affiliates or may provide credit to their commercial affiliates at
preferential rates or on favorable terms. Moreover, Congress expressed concern that allowing
banks and commercial firms to affiliate with each other could lead to the concentration of
economic power in a few very large conglomerz:ﬂ;es.2

Congress reaffirmed its desire to maintain the general separation of banking and
commerce as recently as 1999, when it passed the GLB Act. That act closed the unitary-thrift

loophole, which previously allowed commercial firms to acquire a federally insured savings

2 See S. Rep. No. 100-19 (1987); 8. Rep. No. 91-1084 (1970); H.R. Rep. No. 84-609 (1955).
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association. At the same time and after lengthy debate, Congress decided to allow financial
holding companies to engage in only those activities determined to be financial in nature or
incidental or complementary to financial activities.

The ILC exception, however, has allowed several large commercial firms to acquire an
insured ILC and additional commercial firms currently have ILC acquisition proposals pending
before the FDIC. H.R. 698 would narrow, but not eliminate, the potential for further mixing of
banking and commerce through the ILC exception. Importantly, the bill would allow any firm to
acquire or establish an ILC in the future and derive up to 15 percent of its consolidated annual
revenues from commercial activities. This 15 percent commercial “basket” is quite sizable and
potentially would allow new firms that acquire an ILC to have significant commercial holdings.
A large U.S. financial firm potentially could meet the 15 percent test in H.R. 698 even if it
owned a commercial company the size of, for example, Koh!'s, U.S. Steel, Waste Management,
Office Depot or Nike.

No similar commercial “basket” exists for bank or financial holding companies, which
generally are prohibited from engaging in commercial activities under the GLB Act. In fact, in
passing the GLB Act, Congress rejected earlier proposals that would have allowed financial
holding companies to engage generally in a “basket” of commercial activities or that would have
allowed commercial firms to acquire a small bank without becoming subject to the BHC Act.’

It also is unclear what activities would be considered “commercial” or “financial” for
ILC owners under H.R. 698. The bill does not define “financial” activities by reference to the

GLB Act and, thus, would allow the development of a different definition of “financial”

? The GLB Act did provide certain nonbanking firms that became a financial holding company after

November 1999, up to ten years to divest their impermissible commercial holdings if the firm was and remained
“predominantly financial.” See 12 U.S.C. § 1843(n). All commercial investments held under this authority must be
divested no later than November 12, 2009.
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activities than the definition established for financial holding companies in the GLB Act. This
potentially would allow the owners of ILCs to engage in activities that would be “financial”
under H.R. 698, but that would be considered commercial under the GLB Act.

The question of whether to allow firms engaged in commercial activities to own or
acquire an insured ILC is one that has potentially far-reaching implications for the structure and
soundness of the American economy and financial system. This is especially true because
pressures likely will build to expand to banking organizations more generally any new policy
applied to the owners of IL.Cs. Once permitted, any general mixing of banking and commerce
also is likely to be difficult to disentangle. We believe it is important that Congress, as it has in
the past, set the nation’s policies with respect to the proper mixing of banking and commerce and
consider carefully and deliberately whether any changes to the nation’s policies on this important
issue should be made. Once these decisions are made, we see no reason to generally exempt the
owners of insured IL.Cs from the policies established by Congress: these policies should be
applied to all owners of full-service insured banks.

Bank Affiliations with Financial Firms. Besides restricting the mixing of banking and
commerce, Congress also has placed preconditions on the ability of banks to affiliate with firms
that are purely financial. The GLB Act allows a bank holding company to engage in a broad
range of financial activities, including securities underwriting, various insurance activities and
merchant banking, only if the holding company keeps all of its subsidiary depository institutions
well capitalized and well managed and achieves and maintains at least a satisfactory Community
Reinvestment Act (CRA) record at all of the company’s subsidiary insured depository

institutions. These requirements help ensure that banks operating within a diversified financial
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company remain financially and managerially strong and help meet the credit needs of their
entire communities, including low- and moderate-income families and communities.

The ILC exception undermines these requirements by allowing financial firms to own
and operate an FDIC-insured bank without abiding by the capital, managerial, and CRA
standards established in the GLB Act. H.R. 698 does not address this significant regulatory
disparity.

Consolidated Supervision. The ILC exception also undermines the supervisory
framework that Congress has established for the corporate owners of insured banks. ILCs are
regulated and supervised by the FDIC and their chartering state in the same manner as other
types of state-chartered, nonmember insured banks and the Board has no concerns about the
adequacy of this existing supervisory framework for ILCs themselves.

However, due to the special exception in current law, the parent company of an ILC is
not considered a bank holding company. This creates special supervisory risks because the
ILC’s parent company and nonbank affiliates may not be subject to supervision on a
consolidated basis by a federal agency. History demonstrates that financial trouble in one part of
a business organization can spread, and spread rapidly, to other parts of the organization. Large
organizations also increasingly operate and manage their businesses on an integrated basis with
little regard for the corporate boundaries that typically define the jurisdictions of supervisors.
Risks that cross legal entities and that are managed on a consolidated basis cannot be monitored
properly through supervision directed at any one, or even several, of the legal entity subdivisions
within the overall organization.

It was precisely to deal with these risks to safety and soundness that Congress established

a consolidated supervisory framework for bank holding companies that includes the
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Federal Reserve as supervisor of the parent holding company and its nonbank subsidiaries in
addition to having a federal supervisor for the insured depository institution itself. This
framework allows the Federal Reserve to understand the financial and managerial strengths and
risks within the consolidated organization as a whole and gives the supervisor the authority and
ability to identify and resolve significant management, operational, capital or other deficiencies
within the overall organization before they pose a danger to the organization’s subsidiary insured
banks. These benefits help explain why many developed countries, including those of the
European Union, have adopted consolidated supervision frameworks and why it is becoming the
preferred approach to supervision worldwide.

In the United States, the BHC Act has long provided the Federal Reserve broad authority
to examine a bank holding company (including a financial holding company) and its nonbank
subsidiaries, whether or not the company or nonbank subsidiary engages in transactions, or has
relationships, with a depository institution subsidiary.® Pursuant to this authority, the Federal
Reserve routinely conducts examinations of all large, complex bank holding companies and
maintains inspection teams on-site at the largest bank holding companies on an ongoing basis,
These examinations, which are conducted using well-established procedures, manuals and
systems, allow the Federal Reserve to review the organization’s systems for identifying and
managing risk across the organization and its various legal entities and to evaluate the overall
financial strength of the organization. By contrast, the primary federal supervisor of a bank,

including an ILC, is authorized to examine the parent company and affiliates (other than

* In the case of certain functionally regulated subsidiaries of bank holding companies, the BHC Act directs the
Board to rely to the fullest extent possible on examinations of the subsidiary conducted by the functional regulator
for the subsidiary, and requires the Board to make certain findings before conducting an independent examination of
the functionally regulated subsidiary. 12 U.S.C. §1844(c)(2)(B). These limitations also apply to the FDIC and other
federal banking agencies in the exercise of their more limited examination authority over the nonbank affiliates of an
insured bank, such as an ILC. See 12 U.S.C. § 1831v.
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subsidiaries) of the bank only to the extent necessary to disclose the relationship between the
bank and the parent or affiliate and the effect of the relationship on the bank.

Using its authority under federal law, the Federal Reserve also has established
consolidated capital requirements for bank holding companies. These capital requirements help
ensure that a bank holding company maintains adequate capital to support its group-wide
activities, does not become excessively leveraged, and is able to serve as a source of strength, not
weakness, for its subsidiary insured banks. The parent companies of exempt ILCs, however, are
not subject to the consolidated capital requirements established for bank holding companies and,
as the FDIC has noted, may have no expectation that they should serve as a source of strength to
their subsidiary ILC. Indeed, among the factors contributing to the failure of a federally insured
ILC in 1999 were the unregulated borrowing and weakened capital position of the corporate
owner of the ILC and the inability of any federal supervisor to ensure that the parent holding
company remained financially strong.

Federal law also gives the Federal Reserve broad enforcement authority over bank
holding companies and their nonbank subsidiaries. This authority includes the ability to stop or
prevent a bank holding company or nonbank subsidiary from engaging in an unsafe or unsound
practice in connection with its own business operations, even if those operations are not directly
connected with the company’s subsidiary banks. On the other hand, the primary federal bank
supervisor for an ILC may take enforcement action against the parent company or a nonbank
affiliate of an ILC to address an unsafe or unsound practice only if the practice occurs in the
conduct of the ILC’s business. Thus, unsafe and unsound practices that weaken the parent firm

of an ILC, such as significant reductions in its capital, increases in its debt or its failure to
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monitor and address the risks in its nonbanking affiliates, are generally beyond the scope of the
enforcement authority of the ILC’s primary federal bank supervisor.

Consolidated supervisory authority is especially helpful in understanding and, if
appropriate, requiring mitigation of the risks to the federal safety net when a subsidiary bank is
closely integrated with, or heavily reliant on, its parent organization. In these situations, the
subsidiary bank may have no business independent of the bank’s affiliates, and the bank’s loans
and deposits may be derived or solicited largely through or from affiliates. In addition, the
subsidiary bank may be substantially or entirely dependent on the parent or its affiliates for
critical services, such as computer support, treasury operations, accounting, personnel,
management, and even premises. This appears to be the case at a number of ILCs. For example,
the FDIC noted in its recent rulemaking that some of the large corporate owners of ILCs tend
to use these banks in ways that involve “unusual, affiliate-dependent” business plans and data
show that seven of the ten largest ILCs each have more than $3 billion in assets but fewer than
seventy-five full-time employees.

H.R. 698 takes an important step by recognizing that the potential lack of consolidated
supervision of the parent and nonbank affiliates of an ILC creates special risks that should be
addressed. The bill currently seeks to address these risks by granting the FDIC new supervisory
authority for the existing and future corporate owners of ILCs (other than those that are already
subject to consolidated supervision by a federal banking agency) that is similar to the authority
that the Federal Reserve has with respect to bank holding companies. The Board strongly
supports efforts to ensure that the existing corporate owners of ILCs are subject to consolidated
supervision by a federal agency that has the same tools as the Federal Reserve to help protect the

safety and soundness of insured banks and the federal safety net that supports those banks.
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These tools include the ability to ensure that the holding company for an industrial bank acts as a
source of strength for the bank. As I will discuss later, however, the Board also strongly believes
that the ILC exception should be closed to new owners of ILCs.

Foreign Banks. In addition to constructing a consolidated supervisory framework for
domestic banking organizations, Congress has made this type of supervisory framework a
prerequisite for foreign banks seeking to acquire a bank in the United States. Following the
collapse of the Bank of Credit and Commerce International (BCCI)--a foreign bank that lacked a
single supervisor capable of monitoring its global activities--Congress amended the BHC Act to
require that foreign banks demonstrate that they are subject to comprehensive supervision on a
consolidated basis in their home country before acquiring a U.S. bank or establishing a branch,
agency or commercial lending company subsidiary in the United States.

The ILC exception, however, allows a foreign bank that is not subject to consolidated
supervision in its home country to evade this requirement and acquire an FDIC-insured bank
with broad deposit-taking and lending powers. This gap in current law needs to be addressed.

Fair Competition and Other Issues. The differences I have just discussed not only
have safety and soundness consequences, they also have important competitive and structural
consequences. The exception in current law creates an unlevel playing field among
organizations that control a bank because it allows the corporate owners of ILCs to operate
under a substantially different framework than the owners of other insured banks. H.R. 698
would perpetuate these competitive imbalances by continuing to grant firms that acquire an
ILC significant advantages not available to the owners of other insured banks, such as the
authority to engage in commercial activities and the ability to escape the CRA, capital and

managerial requirernents that apply to financial holding companies. These advantages will
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provide incentives for firms to continue to exploit the exception. These differences also create
the opportunity for firms to engage in “regulatory arbitrage” and, over time, may lead to shifts in
the structure and supervision of the financial system and the Federal Reserve’s ability to prevent
or respond quickly to financial crisis.
Moving Forward

The Board believes the best way to address the important current and potential future
public policy issues raised by the ILC exception is to close--and not just narrow--the loophole
going forward. This approach recognizes the simple fact that ILCs are insured banks.
Accordingly, it would require any company that acquires an ILC after a specified date to operate
subject to the same activity restrictions, regulatory requirements and supervisory framework that
apply to the corporate owners of other insured banks. This approach builds on and utilizes the
existing regulatory and supervisory framework that Congress has established, and repeatedly
reaffirmed, for the corporate owners of banks and creates a level playing field for all firms that
acquire an insured bank in the future.

For reasons of fairness, the Board also supports “grandfathering” the limited number of
firms that currently own an ILC and are not otherwise subject to the BHC Act. Such a
grandfather provision would allow these firms to continue to engage in activities not permissible
for bank holding companies. However, to protect the federal safety net and limit the potential for
grandfathered ILCs to operate in ways clearly at odds with the original exception, the Board
believes that any grandfathered firm should be subject to consolidated supervision by a federal
agency and appropriate restrictions. We would be pleased to work with the Committee and its

members in developing the appropriate restrictions that would apply to the limited set of

grandfathered firms.
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This type of coordinated solution--closing the loophole and “grandfathering” existing
owners--is precisely the type of approach that Congress took in 1970, 1987 and 1999 in closing
previous exceptions in the banking laws that were undermining the separation of banking and
commerce and other important public policy objectives. It also is the right approach to fix the
ILC loophole.

Conclusion

Thank you for the opportunity to discuss the Board’s views on H.R. 698 and on the many
important issues presented by ILCs. The Board and its staff would be pleased to continue to
work with the Committee in developing and improving legislative language that appropriately

addresses the core public policy issues raised by the ILC exception.
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Mr. Chairman and members of the Committee:

My name is Marc Lackritz and | am President and CEO of the Securities Industry
and Financial Markets Association (“SIFMA”)." | appreciate the opporiunity to testify
today on H.R. 698, the Industrial Bank Holding Company Act of 2007.2 SIFMA has a
strong interest in issues relating to industrial banks because banks owned by SIFMA
members hold the largest majority of all industrial bank assets in the United States.®

Congress passed the Gramm-Leach-Bliley Act (*GLBA”) in 1999 to permit the
widest variety of choices for affiliations between and among securities firms, banks and
insurance companies. A central objective of GLBA was that each affiliated financial

" The Securities industry and Financial Markets Association brings together the shared interests of more
than 650 securities firms, banks and asset managers locally and globally through offices in New York,
Waghington D.C., and London. lts associated firm, the Asia Securities Industry and Financial Markets
Association, is based in Hong Kong. SIFMA's mission is to champion policies and practices that benefit
investors and issuers, expand and perfect global capital markets, and foster the development of new
products and services. Fundamental to achieving this mission is earning, inspiring and upholding the
public’s trust in the industry and the markets. (More information about SIFMA is available at
hitp://www.sifma.org.)

2 As a new organization, SIFMA's Board of Directors recently reviewed the industrial loan bank issue.
The Board strongly supports the position outlined in the testimony, and noted the importance of dealing
over the long-term with certain inconsistencies in the regulation of financial products and services (see
page 7 for a fuller description).

3 insured industrial banks have about $130 billion in assets, which is less than 1.5 percent of total assets
of alf FDIC-insured institutions. Securities firms own the largest industrial banks and, coliectively, control
industrial loan banks that hold more than two thirds of total industry assets and deposits. When combined
with the assets and deposits of industrial banks owned by other financial services firms, such as
American Express and Advanta Corp., the financial services sector of the industrial loan bank industry
comprises over 80 percent of the industry.
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services entity would be functionally regulated — that is, regulated by the regulator with
the regulatory expertise and statutory mandate to regulate the activities in which that
entity engaged. The ability to structure their operations optimally within existing law has
been critical to the success of industrial banks and their owners. Indeed, many of these
companies are among the most advanced, sophisticated, and competent providers of
financial services anywhere. For that reason, SIFMA supports the ability of regulated
securities firms to own industrial banks the way they currently do under existing law.

H.R. 698 would create a new holding company regime for the owners of
industrial banks by expanding the existing authority of the Federal Deposit Insurance
Corporation (“FDIC”) over the owners of these institutions. Bank and thrift holding
companies that own industrial banks would be exempted from this regime, presumably
because they are already subject to holding company oversight by the Federal Reserve
Board (“FRB") or the Office of Thrift Supervision (*OTS"). However, the bill fails to
provide an exemption for industrial bank owners who are regulated as “Consolidated
Supervised Entities” (“CSEs”) by the Securities and Exchange Commission (“SEC”).
SIFMA believes it is critical that H.R. 698 be amended to recognize the SEC’s CSE
regime. Securities firms should be able to continue to charter and operate industrial
banks without being forced to adjust certain business strategies in order to continue with
the ILC charter. Congress can address its concerns about allowing industrial or other
commercial companies to own industrial banks without diminishing securities firms’
ability to own these banks.

Securities Firms’ Ownership of Industrial Loan Banks

Members of the financial services community worked with Congress for decades
to pass legislation to permit affiliations between and among securities firms, banks and
insurance companies combined with functional regulation. After years of debate,
discussion, and numerous failed attempts, Congressional leaders forged a political
compromise between the relevant industries and Congress finally passed GLBA. GLBA
gave financial services firms several structural options for affiliating with other firms.

(1) They can choose to affiliate under a financial services holding company (“FSHC")
structure regulated by the Federal Reserve Board, and each of the subsidiary financial
services firms are regulated by their respective functional regulators. (2) Holding
companies that own securities firms, and operate certain limited-purpose banks, can
elect to be regulated as investment bank holding companies (“IBHCs”), which are
subject to the jurisdiction of the SEC. (3) Securities firms and other companies can
engage in banking activities through industrial loan banks and other special-purpose
banks (including savings institutions, “non-bank banks,” credit card banks) with
supervision by the FDIC and state bank regulators. Securities firms that owned a thrift
were permitted to retain their thrifts, subject to holding company supervision by the
OoTS.

Although at least one securities firm (Schwab) has elected to organize as a

FSHC, most of the securities firms that wanted to provide banking services chose to do
so through their affiliated industrial banks. This is because they cannot own full-service

2.
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commercial banks without exiting businesses that account for substantial segments of
their revenues, such as commodities and merchant banking. Many SIFMA members
consider these activities critical to their clients’ needs and to well-functioning capital
markets.

Industrial banks have a remarkably strong record of safety and financial strength.
Most industrial banks, and all of the industrial banks owned by SIFMA members, are
based in Utah. About 80 percent of Utah’s bank assets are held in industrial banks and
most of those are held in banks owned by SIFMA members. These Utah-based
industrial banks serve a nationwide market, conducting more than 95 percent of their
business out of state. Utah banks are far and away the strongest in the nation with the
highest aggregate tier 1 capital and return on assets.’

Importantly, no industrial bank in Utah has failed in the last 20 years, even in one
instance when an industrial bank’s holding company went bankrupt.® In addition,
industrial banks have an exemplary record of service to their customers and the
community, with nearly 40 percent of the Utah industrial banks examined by the FDIC
for compliance with the Community Reinvestment Act receiving “outstanding” ratings.

Regulation of Industrial Banks and their Owners

Securities firms with industrial bank subsidiaries are subject to multiple levels of
supervision. Federally insured industrial banks are subject to state banking supervision,
FDIC oversight, and all banking laws governing relevant banking activities. Most
importantly, the FDIC has authority to examine the affairs of any affiliate of any
depository institution, including its parent company.

Securities firms’ broker-dealer affiliates are regulated by the SEC, and all of the
SIFMA member securities firms with industrial bank subsidiaries have elected more
comprehensive enterprise-wide regulation by the SEC acting as their consolidated
supervisor. The SEC’s jurisdiction does not limit the concurrent authority of the bank
regulators. Most of the SIFMA member securities firms that own industrial banks also
own savings institutions and are regulated at the holding company level as “savings and
loan holding companies” by the OTS.

* Federal Deposit Insurance Corporation State Profile, September 30, 2006. Utah banks’ aggregate tier 1
capital was 13.27 percent; the national average is about 10 percent. Tier 1 capital is the sum of common
stockholders' equily, noncumulative perpetual preferred stock {including any related surplus), and minority
interests in consolidated subsidiaries, minus ineligible intangible assets. The Core Capital (Leverage)
ratio is Tier 1 Capital divided by adjusted average assets, as calculated in accordance with the FDIC's
Statement of Policy on Risk-Based Capital. Utah banks’ return on assets was 2.38 percent; the national
average was about 1.3 percent.

®The collapse in 2002 of a prominent owner of an ILC, Conseco, for business reasons unrelated to the
ILC, did not adversely affect its insured ILC. CRS Report RL32767, Industrial Loan Companies/Banks
and the Separation of Banking and Commerce: Legislative and Regulatory Perspectives, Jan. 3, 2007, p.
CRS-8.
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The FDIC’s regulation of the bank and its affiliates, combined with measures to
strengthen independent control of the bank, has worked well for securities firms, their
customers and shareholders, and the financial services markets. Tested for 20 years
on a broad scale and under the normal stresses and market cycles, the FDIC's
regulation of industrial banks has proven safe and effective. Industrial banks pose no
greater safety and soundness risks than other charter types. Very simply, no case has
been made to require additional constraints on the industrial bank charter beyond those
imposed on other FDIC-insured institutions.

SEC’s Holding Company Supervision Program

The SEC established its CSE framework, in part, to allow major securities firms
doing business in the European Union (“EU”) to comply with the requirement of the EU’s
“Financial Conglomerates Directive.” That Directive requires that non-EU firms doing
business in Europe demonstrate that they are subject to a form of consolidated
supervision by their home regulator that is “equivalent” to that required of their
European counterparts. A firm failing to meet that test would lose its right to operate in
the European marketplace — an unacceptable outcome for firms that derive significant
revenues from Europe.

As a result, in 2004 the SEC introduced a voluntary consolidated supervision
regime available to certain U.S. investment banks that were not regulated by the
Federal Reserve as bank hoiding companies.® (Appendix A of this statement includes a
detailed description of the SEC's Consolidated Supervised Entity oversight regime).”
While the SEC traditionally focused on compliance with the securities laws by a firm’s
broker-dealer, the CSE framework extends supervision to the broker-dealer's holding
company and affiliates, with particular attention to capital adequacy and risk-
management practices. The option to be regulated as a CSE is available only to certain
highly capitalized companies; essentially, the primary broker-dealer of each CSE must
maintain tentative net capital of $5 billion and submit to a number of conditions with
respect to the holding company and its affiliates.®

The SEC has examined the five CSEs (with a focus on the unregulated material
affiliates) and concluded that the firms have generally well developed internal risk
management controls and are compliant with the CSE rule. The SEC will continue

® Rel. No. 34-49830 (June 8, 2004), 69 Fed. Reg. 34428 (June 21, 2004).

7 See also Hearings before the House Subcommittee on Financial Institutions and Consumer Credit,
September 14, 2008.

8 Including, but not limited to: computing capital consistent with the CSE Rule, a group-wide internal risk
management conirol system, group-wide procedures to detect and prevent money laundering and
terrorist financing, SEC examinations, providing financial and operational information, making
examinations of other regulators available to the SEC, and acknowledging that the SEC can impose
additional conditions under certain circumstances.
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regular examinations, and expects “practices will continue to evolive, with CSEs
remaining among the leaders in industry risk management standards.”

SEC Commissioner Annette Nazareth recently noted that the SEC’s capacity o
look globally at broker-dealer holding companies has been “dramatically expanded” as a
result of the CSE program. The CSE approach is “similar to that applied by the banking
regulators to their most complex holding companies. This convergence of approaches,
spanning multiple regulatory jurisdictions and national boundaries, has been well
received by the regulated entities and bodes well for greater convergence of
approaches in the future.”*°

The Government Accountability Office (“GAQ”), which last week released its
report on CSEs, found that “the Federal Reserve, OTS, and SEC were generally
meeting criteria for comprehensive, consolidated supervision.” " Similarly, SEC
Chairman Christopher Cox, responding to the GAO report, wrote that, “| am gratified
that the GAO’s report highlights many broad similarities between the Commission’s
CSE program and the Federal Reserve’s oversight of bank holding companies, which is
the obvious model for a program of this type. | am also pleased that the report
recognizes certain differences between investment banks and commercial banks, and
that these should be reflected in the holding company supervision provided to each type
of institution.”*?

SIFMA agrees that the CSE regime is robust and comprehensive. Importantly,
the SEC’s CSE oversight, like the Federal Reserve’s oversight of bank holding
companies, meets the European Union’s equivalency standard. Similarly, the standards
used by the SEC for purposes of consolidated regulation closely parallel the standards
used by the Federal Reserve to assess whether a foreign regulatory regime qualifies as
consolidated regulation for a foreign bank operating in the United States.'® As such, we
strongly urge the Committee to recognize the SEC as a consolidated regulator along
with the Federal Reserve and the OTS in H.R. 698. Specifically, the Committee should
add industrial bank owners that are regulated as consolidated supervised entities to the

® Speech by Mary Ann Gadziala, Associate Director, Office of Compliance and Examinations, SEC,
before the Annual Regulatory Examination and Compliance Seminar, Institute of international Bankers,
New York, NY, October 31, 2006. Available at:

hitp://www.sec.gov/news/speech/2006/spch103106mag.him.

'® Speech by SEC Commissioner Annette L. Nazareth before the NABE 2006 Washington Economic
Policy Conference, March 13, 2006, p. 2, Available at

hitp://www.sec.gov/news/speech/spch031306aln_nabe.htm

"' GAO Report 07-154, “Financial Market Regulation: Agencies Engaged in Consolidated Supervision
Can Strengthen Performance Measurement and Collaboration,” U.S. Government Accountability Office,
March 2007, p. 5.

2 GAO Report 07-154, p. 77.

¥ 12 C.F.R. § 211.24(c)(i).
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bill's list of holding companies that are not subject to the new FDIC industrial bank
holding company oversight.

This designation is critically important o the operations of many of the largest
securities firms based in the United States. Failure to recognize the SEC as a
consolidated regulator in this bill will diminish the agency's standing as a global
regulator, particularly when it has already been recognized as such by other
international regulators. In turn, the direct damage to the international operations of
U.S.-based securities firms would be significant and long-lasting. As stated previously,
firms would also be subject to duplicative and unnecessary holding company oversight
by both the SEC and the FDIC."

Additional Concerns with H.R. 698

SIFMA is also concerned with the grandfather provision in H.R. 698. All of the
industrial banks controlled by SIFMA members would be “grandfathered” under the
provision of the bill that prohibits commercial firms from owning or acquiring industrial
loan banks. The bill provides that this grandfather is lost in the event of a “change of
control” of the bank.

The change of control language was presumably intended to prevent an evasion
of the new restriction on commercial ownership that might occur if a grandfathered
industrial bank were acquired by a commercial firm that otherwise would be ineligible to
own an industrial bank. However, the loss of control language as drafted is far broader.
Under the bill, grandfather rights could be lost in the event of transactions (such as the
acquisition of as little as 10 percent of the industrial bank owner’s shares in the open
market) that did not, in fact, bring about a transfer of ownership or operational contro! of
the industrial bank to a commercial entity.

A loss of the grandfather rights could have serious consequences for a securities
firm, subjecting it to a “commercial” entity test that might require the divestiture of the
firm’s industrial bank.'® SIFMA believes that the change of control language must be

" The SEC recognizes the importance of this designation as well. “The [CSE] rule amendments also
respond to international developments. Affiliates of certain U.S. broker-dealers that conduct business in
the European Union (“EU") have stated that they must demonstrate that they are subject to consolidated
supervision at the ultimate holding company level that is “equivalent” to EU consolidated supervision.
Commission supervision incorporated into these rule amendments is intended o meet this standard. As
a result, we believe these amendments will minimize dupilicative regulatory burdens on firms that are
active in the EU as well as in other jurisdictions that may have similar laws.” (Introduction to the SEC’s
consolidated supervision rules: Federal Register, Vol 69, No. 118, Monday, June 21, 2004.)

% H.R. 698 defines a “commercial firm” as an entity that derives more than 15 percent of its revenues
from activities that are not “financial in nature” or “incidental to a financial activity.” For many years,
securities firms and investment banks have derived revenues from businesses that are not purely
financial {(e.g., commodity trading, energy generation and transmission, real estate development,
merchant banking), and it is possible that a firm’s non-financial revenues could cross the 15 percent
ceiling that would require a divestiture of its industrial bank. A company’s gross revenues can fluctuate
due to modifications in consumer/investor preferences, changes in the business cycle, fluctuations in
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clarified to ensure that it does not cover transfers of control of an industrial bank to non-
commercial entities like firms regulated as consolidated supervised entities by the SEC.

Comprehensive Review of the Financial Services Regulatory Structure Needed

Technological advances, shifting demographic trends, new forms of competition,
and market innovations have transformed the financial services landscape to the benefit
of investors, issuers, and the industry. Over the last two decades, capital markets and
the financial services industry have become truly global, integrated and interconnected.
In recognition of that trend, many other industrialized countries have consolidated their
financial regulatory structures to better compete in today’s global financial
marketplace.'® The United States, however, has not changed its regulatory structure
substantially.

As capital markets and financial products continue to evolve, so too must our
nation’s regulatory structure. The United States needs a regulatory regime that is
capable of keeping pace with rapid globalization, technological transformations, and
dynamic market changes. That is why SIFMA’s new Board of Directors unanimously
agreed that SIFMA should develop a long-term strategy of seeking to harmonize
financial services regulation and deal with the current asymmetry of regulation of banks
and broker-dealers. We look forward to working with financial market participants,
regulators and legislators to ensure a modern, innovative, globally responsive regulatory
structure.

Conclusion

Industrial banks allow SIFMA member firms to provide much-needed banking
services to their customers while posing no unusual safety and soundness risk. The
industrial bank industry — comprised principally of deposits in banks operated by SIFMA
member firms - has developed into one of the strongest and safest group of banks that
ever existed. The current model for regulation of the holding companies and affiliates
has been successful.

We feel strongly that SIFMA members that own industrial banks and are subject
fo consolidated regulation by the SEC should be exempt from the new FDIC holding
company oversight regime created by H.R. 698. The SEC is recognized worldwide as a
consolidated regulator, and its regulatory requirements and procedures were carefully

interest rates, merger and acquisition activities, and other events not necessarily controllable by the bank
owner.

'® Regulatory consolidation has occurred, for example, in the United Kingdom, Germany, Japan, the
Netherlands, and Australia. Germany, Japan, and the United Kingdom each have merged their
regulatory structures into a single agency, while Australia and the Netherlands have consolidated their
regulatory structures by assigning two of the major objectives of regulation — the safety and soundness of
institutions and conduct-of-business, which includes market conduct, market integrity, and some aspects
of corporate governance — to different regulatory agencies.
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designed to comply with all standards for effective consolidated regulation in the United
States and abroad. That stature should be reflected in this bill in order to ensure giobal
securities firms are not damaged inadvertently.

We also urge the Committee to amend the bill's grandfather provisions to ensure
that transactions that do not result in operational control of an industrial bank by a
commercial firm are not covered.

Thank you for the opportunity to testify on this important legislation. We look

forward to working with you, Mr. Chairman, the Committee, Congress and regulators to
ensure our financial services industry retains its preeminent status in the world.

-8-
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Appendix A

SEC Holding Company Supervision Program Overview
(Source: http://www.sec.gov/divisions/marketreg/hcsupervision.htm)

Consolidated Supervised Entities (“CSEs”)

The Commission supervises certain broker-dealer holding companies on a consolidated basis. in this
capacity, Commission supervision extends beyond the registered broker-dealer to the unregulated
affifiates of the broker-dealer and the holding company itself. In supervising these Consolidated
Supervised Entities ("CSEs”), the Commission focuses on the financial and operational condition of the
group. The aim is to reduce the likelihood that weakness in the holding company or an unregulated
affiliate endangers a regulated entity or the broader financial system. Like other consolidated supervisors
overseeing internationally active institutions, the Commission requires CSEs to compute capital adequacy
measures consistent with the Basel Standard.

A broker-dealer becomes a CSE by applying for an exemption from the standard net capital rule, and the
broker-dealer’s ultimate holding company consenting to group-wide Commission supervision (if it does
not already have a principat regulator).t

Under the alternative method for computing capital, contained in new Appendix E to Rule 15¢3-1, firms
with strong internal risk management practices may utilize the mathematical modeling methods they use
to manage their own business risk, including value-at-risk (“VaR") models and scenario analysis to
compute deductions from net capital for market risks and exposure modeling to compute deductions for
credit risks related to over-the-counter derivatives. A broker-dealer calculating net capital adequacy using
the alternative method must maintain tentative net capitaf of at least $1 billion and net capital of at least
$500 million. Moreover, if the tentative net capital of a broker-dealer using this alternative method falls
below $5 billion, it must notify the Commission. The Commission then would consider whether to require
the broker-dealer to take appropriate remedial action.

As noted above, the associated holding company must consent to a consolidated supervision regime if it
does not already have a principal regulator. The ultimate holding company must execute a written
undertaking in which it agrees, among other things, to do the following:

* Maintain and document an internal risk management control system for the affiliate group;

¢ Calculate a group-wide capital adequacy measure consistent with the international standards
adopted by the Basel Committee on Banking Supervision (“Basel Standards™);

» Consent to Commission examination of the books and records of the ultimate holding company
and its affiliates, where those affiliates do not have principal regulators;

* Regularly report on the financial and operational condition of the holding company, and make
available to the Commission information about the ultimate holding company or any of its material
affiliates that is necessary to evaluate financial and operations risks within the ultimate holding
company and its material affiliates; and

» Make available examination reports of principal regulators for those affiliates that are not subject
to Commission examination.

The ultimate holding company must provide the Commission with monthly, quarterly, and annual reports.
The reports must include specified consolidated financial and credit risk information, including a
consolidated balance sheet and income statement audited by a registered public accounting firm; the
capital adequacy measurement (statements of allowable capital and aliowances for market, credit, and
operational risk); the resuits of a review by the internal auditor of the risk management and control system
of the ultimate holding company; and certain reports that the ultimate holding company regularly provides
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to its senior management to assist in monitoring and managing risk. The ultimate holding company must
make and keep current records of funding and liquidity stress tests, the basis for the determination of
credit risk weights for each counterparty, the basis for the determination of internal credit ratings for each
counterparty, and a record of the calculations of allowable capital and allowances for market, credit, and
operational risk.

These reports will assist the Commission in monitoring the financial condition, the risk management
control system, and the activities of the affiliate group to detect any events or trends that may adversely
affect regulated entities or the broader financial system.

Holding Companies With Principal Regulators

To avoid duplicative or inconsistent regulation, a reduced set of requirements applies to holding
companies with principal regulators associated with broker-dealers that seek to apply the alternative
method of computing net capital. These holding companies must execute a written undertaking in which
they agree, among other things, to do the following:

* Make available to the Commission information on controls relevant to the broker-dealer but
resident in the holding company;

* Make available to the Commission information about the ultimate holding company or any of its
material affiliates that is necessary to evaluate financial and operational risks within the ultimate
holding company and its material affiliates; and

* Make available to the Commission capital adequacy measurements computed in accordance with
the standards published by the Basel Committee on Banking Supervision and provided to the
principal regulator.

CSE Supervisory Program
The Commission’s supervisory program with respect to CSEs has four components:

+ First, the SEC staff reviews the application prior to action by the Commission. As part of the
review, the staff assesses the firm’s financial position, the adequacy of the firm’s internal risk
management controls, and the mathematical models the firm will use for internal risk
management and regulatory capital purposes. The staff also conducts on-site reviews to verify
the accuracy of the information included in the application, and to assess the adequacy of the
implementation of the firm’s internal risk management policies and procedures.

e Second and following approval by the Commission, the SEC staff reviews monthly, quarterly, and
annual filings containing financial, risk management, and operations data. These reports include
consolidating financials (which show intercompany transactions that are eliminated during the
preparation of consolidated financial statements) and risk reports substantially similar to those
provided to the firm’s senior managers. At least monthly, the holding company files a capital
calculation made on a consolidated, group-wide basis consistent with the Basel Standards.

e Third, the SEC staff meets at least monthly with senior risk managers and financial controllers at
the holding company level to review the packages of risk analytics prepared at the ultimate
holding company level for the firm’s senior management. The focus is on the performance of the
risk measurement infrastructure, including statistical models; risk governance issues including
modifications to and violations of risk limits; and the management of outsized risk exposures. In
addition, there are quarterly meetings focused on financial resulls, the management of the firm’s
balance sheet, and, in particular, the liquidity of the balance sheet. Also on a quarterly basis,
Commission staff meet with the internal auditor department to discuss implementation of the audit
program as well as findings and reports that might bear on financial, operational, and risk
controls. These regular discussions are augmented with focused work on risk management,
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regulatory capital, and financial reporting issues of topical concern, which in some cases are
pursued at several firms simultaneously.

s Fourth, the SEC staff conducts examinations of the books and records of the ultimate holding
company, the registered broker-dealers (along with staff of the responsible self-regulatory
organizations}, and material affiliates that are not subject to supervision by a principal regulator.
The examinations focus on the capital calculation and on the adequacy of implementation of the
firm's documented internal risk management controls.

Al present, five firms are subject to this regime: Bear Stearns, Goldman Sachs, Lehman Brothers, Merrill
Lynch, and Morgan Stanley.

Holding Companies With Principal Regulators

The Commission’s supervisory program with respect to a CSE with a principal regulator is distinct from
that with respect to a CSE where the Commission has primary consolidated supervision responsibility for
the holding company. The former relies significantly on the principal regulator to supervise the holding
company, and thus focuses more narrowly on the broker-dealer. In general, the program in such cases
consists of four parts.

s First, the SEC staff reviews the application prior to action by the Commission, as described
above.

« Second and following approval, the SEC staff reviews monthly, quarterly, and annual filings
containing financial, risk management, and operations data. These reports include consolidating
financials (which show intercompany transactions that are eliminated during the preparation of
consolidated financial statements) as well as the consolidated capital calculations filed with the
principal regulator.

* Third, the SEC staff meets at least semi-annually with senior risk managers to review the
packages of risk analytics prepared for the firm’s senior management. The focus is on the overall
performance of the risk measurement infrastructure, and especially the mathematical models
used to compute deductions from net capital in the broker-dealer.

* Fourth, SEC and self-regulatory organization staff conduct examinations of the books and records
of the registered broker-dealer. The examinations focus on the capital calculation and on the
adequacy of implementation of the firm's documented internal risk management controls, some of
which may be resident in the holding company.

This overview of the Commission’s consolidated supervision program for broker-dealers and affiliates was
prepared by and represents the views of the staff of the Division of Market Regulation, and does not
constitute rules, regulations or statements of the Securities and Exchange Commission. For further
information, contact Michael A. Macchiaroli, Associate Director, Matthew J. Eichner, Assistant Director, or
Thomas K. McGowan, Assistant Director at (202) 551-5530.

1 The definition of principal regulator contained in the rules encompasses, inter alia, the Federal Reserve
and foreign supervisory regimes recognized by the Board of Governors of the Federal Reserve System
(“Federal Reserve™).

2«Tentative net capital’ is defined in the CSE rules as net capital before deductions for market and credit
risk.
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Good morning, Chairman Frank , Ranking Member Bachus and members of the committee,
thank you for the opportunity to share Utah’s view on H.R. 698, The Industrial Bank Holding
Company Act of 2007 and its adverse effects on the industry.

1 am Edward Leary, Commissioner of Financial Institutions for the State of Utah. I have been
involved with banking for thirty-three years, first as a community banker, then fifieen years in
bank examiner positions with the Utab Department and for the last fifteen years as its
Commissioner. I am pleased to be here today to share my views on H. R. 698, The Industrial
Bank Holding Company Act of 2007, and its adverse effects on the industry.

UTAH OPPOSES PASSAGE OF H.R. 698 FOR THE FOLLOWING REASONS

The Utah Department of Financial Institutions views H.R. 698 as unnecessary. Utah views
passage of H.R. 698 as an effort to restrict and restrain state-chartered industrial banking without
valid safety or soundness concerns or a crisis.,In fact in Utah’s view, there is no question of the
competency of the regulators or of the regulatory regime: There has been no industrial bank
failure warranting this change in public policy.

It is truly ironic that I am here'today because of the success of the regulatory model not bécause
of the failure of that model. Utah in partnership with the FDIC has built a regulatory model to
which the financial services markets have reacted favorably. This regulatory model is not a
system of lax supervision and inadequate enforceient. Utah industrial banks are safe, sound and
appropriately regulated by both the state which charters them and the FDIC which is the relevant
federal regulator and deposit insurance provider. I am told the articulated threat of the industry
which warrants passage of this bill is a “potential threat of misuse of the charter by holding
companies which are “non-financially” oriented. This bill removes a “potential” threat even
before the threat has materialized or has manifested itself. We should all be clear on the relative
size of the industry. The industrial bank industry constinités 1.8% of total banking assets. This is
not a systemic crisis that threatens banking.

An analysis of the numbers as of December 31, 2006, developed by Utah indicates that

Utah holds 88% of all industrial bank assets, Based upon our knowledge of the industrial bank
holding companies, we estimate that 86% of Utah industrial bank assets would be considered
held by “financial” entities and that 14% of Utah industrial bank assets would be considered
held by “non-financial” entities.

Utah’s analysis is that seven of Utah’s industrial banks representing 80% of Utah’s assets are
subject to consolidated federal agency supervision at the holding company level. The federal
agencies we considered in the consolidated supervised entities are: (1) the Federal Reserve with
jurisdiction over our 2nd largest bank, (2) the OTS with jurisdiction over our largest, 3" and 4®
banks among their five charters, and (3) the SEC with jurisdiction over our 6th largest bank.

The record of the last eighteen months is that no de novo industrial bank charter was approved
by the FDIC from November 4, 2005 until March 20, 2007.
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The primary punitive provisions of H. R. 698 target a large retailer that had applied for an
industrial bank charter. As a result of that application, which was withdrawn, this bill will
dismantle a Utah banking industry of thirty-one charters and a regulatory structure that has
matured over twenty years with a record of safe, sound operations to forestall one entity from
being granted an industrial bank charter. This bill with its provisions that are designed to block
any and all conceivable ways in which a retailer may employ an industrial bank charter today or
in the future are disappointingly, anti-competitive and anti-consumer.

The provisions contained within H.R. 698 are being justified under the pretext of preserving the
prohibition against the merging of banking and commerce. The broad brush strokes of this bill
include as collateral damage, large financial arms of entities which have been in the financial
arena for decades such as DaimlerChrysler, Ford. The former submitted an application for an
industrial bank charter in May of 2005 and receiving approval by my state a year ago. Now
under the provisions of this bill will not be aliowed to proceed. Another example is the GMAC
Bank which under the bill’s provisions will not be allowed to amend its business plan without
risk of losing the charter. ‘This is a tragic and inappropriate outcome when other auto lenders
have the advantages of a bank charter.

The supporters of HL.R. 698 present the bill as a-compromise piece of legislation. I am challenged
to determine how this bill is a compromise bill when industrial banks do not receive anything or
have any of the current restrictions on its charter lifted, let alone given the right to issue
commercial NOW accounts as has previously passed this Committee.

Again, the provisions of this bill further limit and restrict the ablhty of mdusmal banks to
compete in the marketplace and reduce the charter’s appeal.

For the record, the application for-an industrial bank charter from the large retailer which caused
all this damage was NOT accepted as complete by the Utah Department.

As a state regulator, what is most disappointing to observe is that while this Committee is
aggressively moving H.R. 698, a bill which restricts and limits the one segment of - state-
chartered, federally insured banking that could be identified today as innovative and creative in-
the delivery of financial services to consumers and businesses, a historical tenet of state-
chartered banking; Congress has not taken seriously the threat to state banking of the broad
federal preemption of state laws by the Comptroller’s Office. The states have been pleading for
Congressional help in preserving dual banking. Many state commissicners believe that without
Congressional intervention; the diminishing assets under state-charter will eventually render the
state banking system irrelevant.

Utah notes that all should keep in perspective that industrial banking is approximately 1.8% of
banking assets even with its growth during the last twenty years. This is not an industry which
threatens the safety and soundness of banking. The regulatory model is not a “parallel” bank
regulatory system in that 80% of Utah assets are subject to federal agency oversight at the
holding company level.

22~
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UTAH INDUSTRIAL BANKS

As of December 31, 2006, all of the nation’s 58 operating industrial banks represented a very
small .7% component of the 8,681 total insured banks and savings banks. Nationally, industrial
banks also represented a very small $213 billion of the $11.9 trillion of the insured bank and
savings bank total assets or 1.8%. .

Looking specifically at Utah industrial banks for the year ending December 31, 2006, Utah had
32 operating charters holding $186.2 billion in total assets. Thus, Utah holds 88% of all
industrial bank assets: Utah industrial banks represent only 1.6 % of the insured bank and
savings bank total assets and 1.7% of total deposits with $132 billion of the $7.8 trillion in total
insured bank and savings bank deposits. Currently there are 31 operating industrial bank. .
charters as Volvo Commercial Credit was converted to a commercial bank charter and sold to
NHB Holdings which commenced operations on January 16, 2007. (See Appendix -1) The
foregoing percentages were determined by the Utah Department of Financial Institutions based
upon numbers derived from the FDIC database as of December 31, 2006. .

The statement has been made that there has been a “stampede ™ to the industrial bank charter. An
analysis of the number of charters over the last twenty years will show that there has been on
average an increase of one charter per year. (See Appendix - 2)

OWNERSHIP OF UTAH IND!}STRIAL BANKS

As of December 31, 2006, the Utah Department’s, non-determinative and non-binding analysis
using the provisions of H. R. 698 is listed in Appendix -3. The Utah Department’s analysis
based upon knowledge of the industrial bank holding companies is that 86% of Utah’s industrial
bank assets would be considered held by “financial” entities.

As of December 31, 2006, the Utah Department's, non-determinative and non-binding analysis
using the provisions of H. R. 698 is listed in Appendix - 4. The Utah Department's analysis
based upon knowledge of the industrial bank holding company is that 14% of Utah’s industrial
bank assets would be considered held by * non -financial " entities.

The increase in Utah industrial bank non-ﬁnanctal" assets since the July 12, 2006 hearing
before the Financial Institutions Subcommittee when Utah indicated that approximately 7% of
industry assets were held in "non-financially ™ owned industrial banks is largely attributable to
Utah and FDIC's approval of the General Motors application to sell a 49% interest in GMAC,
GMAC held a Utah industrial bank, the GMAC Automotive Bank, The FDIC granted an
exception 1o its six-month moratorium on industrial bank applications and approved the sale and
subsequent merger, which resulted in $16.3 billion in additional mortgage assets coming to the
Utah industrial bank. The renamed GMAC Bank is considered a “non-financial ” Utah industrial
bank.
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The Utah Department's analysis of those Utah industrial banks with a Consolidated Federal
Agency supervising the holding company is listed in Appendix - 5. The Utah Department’s
analysis is that seven entities holding 80% of all Utah industrial bank assets are currently subject
to a Consolidated Federal Agency Supervisor at the holding company level.

UTAH INDUSTRIAL BANK APPLICATIONS® STATUS

The Utah Department has received and/or approved the following industrial bank applications on
the dates indicated.

Applications tentatively Considered “Financial”

Name of Date Date Date Utah
Institution Received Accepted Approved
Comdata Bank ; 8/18/2003 9/25/2003 12/19/2003
CapitalSource Bank 6/13/2005 8/16/2005 12/20/2005
Marlin Business Bank 10/6/2006 1/10/2006 Pending
ARCUS Financial Bank 2/2/2007 Pending

Comdata Bank - plans to offer a “Fleet Card” and a “Business Link Card.” The Utah
Department has reviewed and extended its approval upon application to do s0 every six months
after the lapse of the original one year conditional approval. The Utah Department has done this
for the last three years awaiting FDIC's approval. i

CapitalSource Bank - asset-based loans to commercial borrowers. The Utah Department has
reviewed and extended its approval upon application to do so awaiting FDIC's approval.

Marlin Business Bank - small ticket commercial leases/loans. The Utah Depariment has not
approved this application and will not continue the process until indication is received that the
FDIC will approve. )

ARCUS Financial Bank - an application filed after the FDIC announced it would consider
applications from *financial” entities. The parent company is WellPoint, a health care provider.

e
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Applications Considered “Non-Financial”

Name of Date Date . Date Utah
Institution Received Accepted . Approved
DaimlerChrysler 5/23/2005 7/6/2005 4/6/2006
Wal-Mart Bank 71802005 © (Withdrawn)

American Pioneer  12/2/2005 2/13/2006

Home Depot 5/8/2006 Pending

Ford Motor Credit ~ 9/22/2006 . Pending

DaimlerChrysler Bank - auto financing. The Utah Department has placed the application into
an “inactive status.” The Utah Department will consider an extension request from the applicant.
FDIC has announced it will not process the application due to a one year moratorium on
applications from “non-financial” parent companies of industrial banks.

‘Wal-Mart Bank - card processing. The Utah Department did not accept the application as,
complete. The Utah Department placed the application into an “inactive status.” The
applicant announced on March 16, 2007 that the application would be withdrawn,

American Pioneer Bank - asset-based loans to commercial borrowers, which represent a joint
venture between Cargill and Firstcity Financial. The Utah Department has accepted the
application as complete but placed the application into an “inactive status ' with the FDIC
announcement that it will not process due to a one year moratorium on “non-financial”
applications.

Home Depot - consumer loans. The Utah Department has not“ accepfed the applicatidn fora
change of control of EnerBank as complete. The Utah Department has placed the application
into an “inactive status.” .

Ford Motor Credit - auto financing. The Utah Department has not accepted the épplication as
complete. The Utah Department has placed the application into an “inactive status.”

Four points should be emphasiied. )

I Until March 20, 2007, the last de nove Utah industrial bank application approved by the
FDIC was LCA Bank on November 4, 2005, eighteen months ago.

2. While the Wal-Mart Bank application had been accepted as complete by the FDIC, it was
never accepted as complete by the Utah Department. The applicant announced on March
16, 2007 that the application would be withdrawn.
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3. A number of applications are received by the Utah Department which do not survive the
approval process. Applications received by the Utah Department do not equate to
applications approved. There is a robust application review and scrutiny of the character
of the applicant, the expertise and experience of proposed management and directors, the
assumptions and soundness of its proposed business plans, and the adequacy of its capital
in relation to the business plans among many other items, which results in many
applications being culled during the process.

4. Finally, the FDIC must independently approve deposit insurance for the applicants. A
review of the foregoing will demonstrate that there is a robust review process where Utah
has conditionally granted charter approvals on three applications but have not been
approved by the FDIC.

STATE CHARTER OPTION

As we-all know, banking is integral to the fabric-of economie life for all of us. Since the
founding of this nation, states have chartered, regulated and supervised banking. The choice of
charter rernains a vital component of the check and balances of the dual banking system. State-
chartered institutions in attempting to survive and meet the needs of their communities have
fostered creativity and experimentation. The state-chartered institutions can innovate ina
controlled environment that limits systemic risks. If a product, service, delivery mechanism or
charter is fundamentally unsafe or unsound then those weaknesses may be exposed.

Today largely as a result of federal preemption the states are losing assets and state-chartered
depository institutions are becoming a less viable and appealing charter.

The following numbers illustrate the dramatic shift in percentage of assets by charten'ng agency.

Date State 0OcC o1s
12/31/1995 41% 45% 14%
12/31/2000 42% 46% 12%
12/31/2001 41% 46% 12%
12/31/2002 42% 46% 12%
12/31/2003 41% 47% 12%
12/31/2004 31% -55% 13%
12/312005 31% 55% 14%
12/31/2006 30% 57% 12%

Another foundation of the dual banking system is the ability to freely choose the supervisory
structure under which the insured entity operates. This foundation contributes to a competition in
excellence among financial institution regulators. It is therefore vital that there is more than one
approach to the regulation and supervision of financial institutions.
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In today’s environment of decreasing assets in state-chartered institutions, industrial banks are
experiencing asset growth. Why? Because of the innovations in customer service and delivery
of financial products to targeted segments that consurners have responded to very well. Based
upon Utal's history and experience in chartering and regulating industrial banks, my view and
staternent is that industrial banks are the embodiment of what is right and proper in the dual
banking system.

The irony is that while many profess belief in the Dual Banking System and are staunch
supporters of its merits in providing safe, sound banks with competitively priced financial
services and products to consumers and businesses; we are here today to discuss H.R. 698, a bill
that restricts and limits a state-chartered, federally insured banking industry that I believe
embodies real innovation and creativity in the delivery of banking services. At a time when
Congress has not taken seriously the threat of federal preemption of state laws by the .
Comptroller of the Currency to the state banking compenent of the dual banking system and
states are clamoring for help in preserving dual banking. The action of this Committee is to
further restrict a state-chartered entity, namely, the industrial banks.

A statement from the former Federal Reserve Chairman, Alan Greenspan, is an appropriate
ending to this section. :

“A system in which banks have choices, and in regulations thai result from the givé and
take involving more than one agency, stands a better chance of avoiding the extremes. of
Supervision.” (No Single Regulator for Banks, Wall Street Journal, December 15, 1993.)

WHAT THE LIC POL, BATE LD BE,

For the subcommittee hearing last July 12, 2006 on the industrial bank issue I entitled this
section, “What The Public Policy Debate Should Be.” It still seems like the appropriate title.

As previously stated, the fact that the committee is having this hearing today reflects the reality
that Utah’s chartering and regulating of the industrial banks has been commensurate to the risk.
Utah, in partnership with the FDIC, has jointly created a supervisory model for industrial banks
that has evolved and will likely continue to evolve, but through twenty years of everyday
application, it has worked, in that no Utah industrial bank has failed.

My belief is that this committee should not consider rewriting banking laws to address the
desires of particular industry groups or trade associations whose desire is to suppress
competition.

Nor should Congress change, much less outlaw a proven, successful regulatory structure because
some groups have concerns about a particular applicant.

The supporters of H.R. 698 present the bill as a.compromise piece of legislation. 1 am challenged
to determine how this bill is a compromise bill when industrial banks do not receive any powers
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or have any of the current restrictions on their charter lifted, let alone given the right to issue
comumercial NOW accounts as has previously passed this Committee.

I want to be clear, This action is being taken today without a safety and soundness crisis in the
industrial banks. There is no crisis of confidence in the industrial banks’ regulators, both state
and federal. Utah chartered industrial banks are as safe and as sound now as any institution
existing today. There has not been an insurance loss in twenty plus years of FDIC insurance of
Utah industrial banks. The only error of these institutions is that they: (1) are safe and sound, (2)
have been largely successful business operations (3) and thereby may represent a competitive
threat to some institutions and (4) an articulated potential future issue with the holding
companies of some of the industrial banks, because they are “non-financial” in théir businesses. '

Testifying before Congress on financial services reform in 1987, the FDIC's then-chairman L.
William Seidman argued that the public interest would be best served by,

“4 ... financial services industry that met four objectives: the financial system should be
viable and competitive, the banking system should be operated in a safe and sound
manner, customers should realize benefits from enhanced competition, and the system
should be flexible enough to respond 1o technological change. Consistent with these
objectives, the regulatory and supervisory striicture of banking should be the simplest
and least costly one available.”

The Question facing policy makers then was - and continues to be - whether these objectives can
be met without restricting the ability of banks to choose the corporate structure that best suits
their business needs. As Seidman noted:

The pivotal question . . . is: Can a bank be insulated from those who might misuse or
abuse it? Is it possible to create a supervisory wall around banks that insulates them and
makes them safe and sound, even frow: their owners, affiliates and subsidiaries? If so,
then the banking and commerce debate should focus on how affiliations should be
regulated so that the public interest is met.”” (FDIC Banking Review, January 2005, The
Future of Banking in America, T} he Mlxmg of Banking and Commerce Current Polzcy
Issues, Volume 16, No.'3.) ~~

1 urge this committee and Congress to focus on the adequacy of the cutrent regulatory processes
conducted by the State of Utah and the FDIC. In the absence of a demonstrated example of
regulatory failure, there is no fandamental, underlying reason for a public policy change.

If, in the future, shortcornings are identified, an amendment may be considered without
outlawing a class of banks that have operated for over a century without harming competitors,
consumers or the deposit insurance system. Believe me, if I am still the Commissioner when a
shortcoming in our regulatory process is identified, it will be corrected, long before any
Iegxslatwe body could take action. The states and the FDIC have developed prudential standards
that are in place today.
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UTAH’S REGULATORY STRUCTURE & EXPERIENCE IN PARTNERSHIP WITH
THE FDIC

Utah has been chartering industrial banks since the 1920s. In 1986, Utah law was changed to
require Federal Deposit Insurance for all industrial banks.

Like most state banking departments, Utah regulates all types of state-chartered deposuory
institutions, including banks, industrial banks and credit unions. The Utah department also has
jurisdiction over many non-depository activities. The Utah department is entirely funded from
assessments to the financial institutions we regulate through a restricted account that can only be
appropriated to the department.

As state-chartered, FDIC insured institutions, industrial banks are currently operating in the
states of Utah, California, Colorado, Hawaii, Indiana, Nevada and Minnesota. No state permits
industrial banks to engage in activities that are not permissible for other state-chartered banks.

Industnal banks are subject to the same banking laws and are regulated in the same manner as
other depository institutions. They are supervised and examined both by the states that charter
them and by the FDIC. They are subject to the same safety and soundness, consumer protection,
deposit insurance, Commumty Reinvestment Act, and other requirements as other FDIC-insured
banks. However, special emphasis is placed on Federal Reserve Regulation W and Sections 23 A
& B of the Federal Reserve Act, which closely regulates all parent and affiliate company
transactions to ensure that there is a limit to the amount of “covered transactions” and an “arms
length” basis for all transactions, ‘ ' E

A Utah industrial bank is required to maintain the minimum amount of capital reqﬁiréd b)"‘it's
federal deposit insurer, but the Commissioner may require a greater amount of capital.

The department has and will continue to defend (in partnership with the FDIC) our regulation
and supervision of the industrial bank industry. The department takes its supervxsory role
seriously. It is an active participant with the FDIC in all industrial bank exammatxons and
targeted reviews wherever they are conducted in the country. Our examiners are participating in
large loan exams (reviewing loans and lines-of credit in the $100's of millions), capital market
examinations, trust exams, information system exams, consumer compliance and community
reinvestment exams and bank secrecy act and anti-money laundering exams.

Utah believes it is a full partmer with the FDIC in regulating, supervising and examining this
industry. As proof of that fact, Utah is one of the very few states in the country performing
CRA/Compliance examinations. Utah conducts most of these examinations jointly with the
FDIC or Federal Reserve. To solidify this relationship with the FDIC, Utah signed a written
agreement in January of 2004. Since that time Utah has participated on almost all
CRA/Compliance examinations conducted by both federal agencies.

Utah is participating with the FDIC in the Large Bank Supervision Program for four industrial
banks: Merrill Lynch Bank USA, UBS Bank USA, American Express Centurion Bank and
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Morgan Stanley Bank. The supervision of these large banks is coordinated by a full-time
relationship manager from the State as well as the FDIC.

A team of examiners and specialists from Utah and the FDIC conduct targeted reviews in areas
such as: commercial and retail credit, capital markets, bank technology, asset management, and
compliance and they track the quality and quantity of risk management procedures. This type of
activity is no longer extraordinary.

The large bank program allows the State and FDIC to develop a more thorough knowledge of the
bank than is possible through the traditional regime of periodic, discrete examinations. Over the
three plus years Utah has been involved in this program, a supervisory approach has been
developed, tested, and refined expressly to address the special financial and compliance
challenges posed by bigger, more complex and to some degree globally positioned banks.

The supervisory approach employed by Utah and the FDIC has been described as “Bank-
Centric.” Please review the John Douglas quote within the next section dealing with Banking &
Commerce for a more detailed discussion of the “Bank-Centric” approach. This is not a new
concept when examining a bank that is part of a holding company structure. Industrial banks
based in Utah have been a “laboratory” for those insured institutions owned by commercial
entities. The evolving supervisory approaches of Utah and the FDIC have helped fine-tune
processes and procedures that insulate an insured depository institution from potential abuses
and conflicts of interest by a non-federally supervised parent. Critical controls have been
developed as the result of cooperation between Utah regulators and the FDIC.

BANKING & COMMERCE

In reading the Committee's website and Dear Colleague letters, one sees repeated reference to
statements such as, “H.R. 698, . . . ; a bill that will restore the traditional separation of banking
and commerce.” That H: R. 698 will resolve a, “Joophole” in the Bank Holding Company Act.

The proponents of this argument state that this is a fundamental principle incorporated by the
passage of the Glass-Steagall Act in 1933 while some observers believe this issue had been
resolved with the passage of the Gramm-Leach-Bliley Act of 1999,

The proponents of the former argument subscribe to the conclusion that great “evils " result
when banking and commerce are mixed. That somehow these great “evils” are compounded by
the fact that Congress left this gaping hole through an oversight and this “Joophole” may be
exploited by commercial companies that will endanger the safety and soundness of our financial
services sector and the deposit insurance funds.

Utah believes that the written testimony submitted by John L. Douglas, a former General
Counsel of the FDIC, before the Subcommittee on Financial Institutions and Consumer Credit
last July 12, 2006, states well our views on the primary issue of mixing banking and commerce
and we incorporate a part of his testimony as ours.
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“These first two assertions are simply historically inaccurate, and ignore the fact that
throughout our history there have long been affiliations between banks and commercial
firms. Indeed many of these have been expressly blessed by Congress. We should be
clear on this point. Such affiliations have always existed. Congress has chosen to limit
certain of them from time 1o time, by the Bank Holding Company Act, the Competitive
Equality Banking Act, the Federal Deposit Insurance Corporation Improvement Act and
the Gramm-Leach-Bliley Act each address and bless, and regulate commercial
affiliations with banks.”

He states in his footnoté number 1 on the Glass-Steagall Act that,

“The Glass-Steagall Act separated to a limited degree investment and commercial
banking. The separation was never absolute; indeed, it was substantially eroded by
regulatory interpretations by the Federal Reserve in the 1980's and 1990's. Whatever
separation remained was essentially eviscerated by the adoption of the Gramm-Leach-
Bliley Actin 1999.” .

Mr, Douglas also stated in footnote number 3 that,

“I will not repeat the arguments that have been presented before Congress.many times in
the past on the first two-assertions. As to the “historic’’ separation of banking and
commerce, I will merely note that it wasn’t until 1956 that activity restrictions were place
on multi-bank holding companies and that those restrictions weren't extended to single
bank holding companies until 1970. Further, it wasn’t until 1999 that activity restrictions
were imposed on unitary savings and loan holding companies. As for the “unintended
loophole,” Congress has extensively considered industrial loan banks on numerous
occasions, most extensively as part of the Competitive Equality Banking Act in 1987, and
again as part of the Gramm-Leach-Bliley Act in 1999.”

He then goes on to address his key points which are germane for our discussion.

“Another assertion that has recently been made is that the unregulated owners of
indusirial banks would wreck havoc on our financial system given the lack of
“comprehensive supervision” of the corporate owners of such institutions. This last
proposition ignores the existing legal framework governing all financial institutions,
including industrial loan banks, and ignores the substantial power and authority (and
indeed belittles the capacity) of the FDIC to supervise, examine and enforce laws, rules
and regulations that are intended to assure safety and soundness, as well as prevent
abuses that might possibly arise from affiliations between banks and commercial
affiliates.”

“It is this last assertion that I particularly wish to address, that somehow the lack of

comprehensive supervision poses a threat to our financial system. I make four major
points in response:”
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“First, industrial loan banks are subject to the same comprehensive framework of
supervision and examination as “normal” commercial banks. They have no special
powers or authorities; they are exempt from no statute or regulation. They must abide by
the requirements of: Sections 234 and B, limiting and controlling transactions with
affiliates; Regulation O, governing loans to officers, directors or their related interests;
capital requirements; the Prompt Corrective Action safeguards instituted by Congress in
the early 1990's that assure maintenance of adequate capital and impose an ever-
increasing level of supervisory control if institutions fail to do so; and all of the other
laws, rules and regulations that promote safe and sound banking in this country.”

“Second, the FDIC has been given full and ample authority to supervise and regulate
these institutions, and can exercise the full range of enforcement authorities granted by
Congress. I was a participant.in the political process that led to Congress "rewrite of
those provisions in 1989, as part of FIRREA, and I personally can attest to-the scope of
the cease and desist, removal and prohibition, civil money penalty and withdrawal of
deposit insurance powers. Given the magnitude of the 1980's financial debacle and the
great concerns in Congress that it never happen again, we at the FDIC at thal time
worked closely with members of this Committee and others in Congress with the clear
intention to give the FDIC and the other bank regulators all of the supervisory and
enforcement powers they would ever need to protect the banking system. We - wanted to be
sure that no future banking failures would be the result'of a lack of FDIC authority and
tools to address threats to a bank's safety-and-soundness, including threats that might
arise from its nonbanking affiliates.”

“Importantly, all of these enforcement powers apply with full force to an industrial loan
bank, as well as to any officer, director, controlling shareholder or “any other person . . .
who participates in the conduct of the affairs of an insured depository institution.” There
is no question that to the extent that either the corporate owner of an industrial loan
bank or any affiliate of that owner engages in any violation of law, rule or regulation
applicable to the industrial loan bank, or has engaged, is engaging or is about to engage
in an unsafe or unsound practice relating to the industrial loan bank, the FDIC can bring
the full range of enforcement authorities to bear. These remedies can include not only
requiring that impermissible or inappropriate activities cease immediately, but also
requiring that the condition be remedied and restitution made. Civil money penalties up
to one million dollars per day can be imposed, and individuals can be removed from their
positions and precluded from having any invelvement not only with the industrial loan
bank but with any insured depository institution. The FDIC can also restrict the activities
of the industrial loan bank or any affiliate participating in its affairs, can withdraw the
deposit insurance of the industrial loan bank and take any other action it “deems
appropriate” in the event of a violation of law, rule or regulation, including in my
opinion even forcing the divestiture of the industrial loan bank by its owner.

“Third, I can attest from experience that the FDIC regularly and vigorously exercises
these powers. The FDIC routinely requires an independent, fully functioning board of
directors designed to assure that the industrial loan bank stands on its own and is not
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merely an arm of its corporate owner. The industrial loan bank must have adequate
capital, operate in a safe and sound fashion, avoid unsafe and unsound practices, have
comprehensive policies, controls and procedures, and an effective internal audit
program. The FDIC rigorously examines the institution and closely scrutinizes
transactions and relationships between the industrial loan bank and its affiliates. It
conditions approvals to assure compliance with carefully crafted commitments designed
to assure the safe and sound operations of the industrial loan bank. It forcefully uses its
enforcement powers, and is not shy about inquiring about any action, transaction or
relationship that might potentially affect the insured institution.”

“Fourth, the experience of the FDIC with respect to industrial loan banks, similar to the
experience of the OTS with respect to diversified owners of savings associations, belies
.any fundamental concerns over threats to the banking system or our economy that might
arise from commercial. ownership. There have only been two failures of FDIC-insured
industrial loan banks owned by holding companies. These holding companies were not
commercial (i.e., a non-financial) enterprises. These two failures cost the FDIC roughly
3100 million. Both failed not as a result of any self dealing, conflicts of interest or
impropriety by their corporate owners; rather, they failed the “old fashioned way "by
poor risk diversification, imprudent lending and poor controls. These two failures stand
in-sharp contrast to the hundreds of bank failures that operated in holding company
- structures, many of which cost the FDIC billions of dollars. The list is long and sobering
.- - Continental Illinois, First Republic, First City, MCorp, Bank of New England, and so
on - all of which were subject to the much-vaunted “consolidated supervision™ by the
Federal Reserve as the holding company regulator that offered as cure for something
that hasn’t proven to be a problem.” :

“And we should be very clear about a fundamental point. Throughout our history to
-now;, there have always been, and federal law has always allowed, affiliations between
"banking" and "commerce." In our modern era, these relationships have been carefully
considered, and accompanied by a statutory and regulatory framework assuring that our
regulatory authorities have ample power to protect against abuses and problems.

“Moreover, both consumers and our economy have unquestionably benefited from the
hundreds of banking-commerce affiliations that have long existed, and continue to exist.

... Congress should consider very carefully the full implications of any change in law that

could choke off these affiliations and deny our financial system the flexibility and
innovation that it always has had in the past. It would indeed be unwise to roll back the
clock by taking steps to limit healthy and beneficial competition under the guise of
advancing an idea that may have an attractive rhetorical resonance, but in fact is simply
irrelevant to the issue at hand.”

The industrial bank experience, like the experience of credit card banks, non-bank banks and
other institutions with commercial parents, shows that fears about banking and commerce are
unfounded. The history of industrial banks is a testament that the regulatory model has

maintained the safety and soundness of these institutions. The track record demonstrates that
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banks can be safely operated as parts of diversified holding companies.
EXAMINE THE FACTS IN A WORST CASE SCENARIO

In this discussion and others the worst case scenario that detractors have postulated is that of a
holding company filing bankruptey or getting into financial difficulty. The reality is that Utah
and the FDIC have experienced both. While no regulator relishes stressful circumstances, we can
state that we weathered the storm. Utah has had large corporate parents of industrial banks
encountering financial difficulties, and in one instance the ultimate parent company filed for
bankruptcy protection.

The background and outcome were well described by the FDIC in the January 2005, FDIC:
Banking Review, The Mixing of Banking and Commerce: Current Policy Issues,

“The bankruptcy of the corporate 6wner of an ILC - Conseco Inc - but not of the ILC
itself illustrates how the bank-up approach can effectively protect the insured entity
without there being a BHC-like regulation of the parent organization. Conseco Inc. was
originally incorporated in 1979 as Security National of Indiana Corp. After several years
of raising capital, it began selling insurance in 1982. Security National of Indiana
changed its name 10 Conseco Inc. in 1984, after its 1983 merger with Consolidated
National Life Insurance Company. Conseco Inc. expanded its operations throughout the
1980s and 1990s by acquiring other insurance operations in the life, health, and property
and casualty areas. Conseco Inc. was primarily an insurance company until its 1998
acquisition of Green Tree Financial Services. A diversified financial company, Green
Tree Financial Services was one of the largest manufactured-housing lenders in:the
United States. Upon acquisition, it was renamed Conseco Finance Corporation. Included
in the acquisition were two insured depository charters held by Green Tree Financial
Services - a small credit-card bank chartered in South Dakota and an ILC chartered in
Utah. Both of these institutions were primarily involved in issuing and servicing private-
label credit cards, although the ILC also made some home improvement loans. The ILC -
Green Tree Capital Bank - was chartered in 1997 and changed its name to Conseco Bank
in 1998 after the acquisition. Conseco Bank was operated profitably in every year except
the year of its inception, and grew its equity capital from its initial $10 million in 1997 to
Jjust over 3300 million in 2003, Over the same period, its assets ballooned from $10-
million to $3 billion”.

“Conseco Bank was supervised by both the Utah Department of Financial Institutions
and the FDIC. Despite the financial troubles of its parent and the parent's subsequent
bankruptcy (filed on December 18, 2002), Conseco Bank's corporate firewalls and the
regulatory supervision provided by Utah and the FDIC proved adequate in ensuring the
bank's safety and soundness. In fact, 3323 million of the 31.04 billion dollars received in
the bankruptcy sale of Conseco Finance was in payment for the insured ILC - Conseco
Bank, renamed Mill Creek Bank -which was purchased by GE Capital. As a testament to
the Conseco Bank’s financial health at the time of sale, the $323 million was equal to the
book value of the bank at year-end 2002. Thus, the case of Conseco serves as an example
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of the ability of the bank-up approach to ensure that the safety and soundness of the bank
is preserved.”

In another case, TYCO, a large parent company of a Utah industrial bank called CIT Online
Bank encountered financial difficulties and decided to spin the industrial bank group off in an
initial public offering which was approved and completed. In spite of TYCO’s financial
difficulties, the Utah industrial bank continues operations today as CIT Bank.

HOLDING COMPANY SUPERVISION

The bank holding company model works well for companies whose principal business is limited
to banking - it was devised at a time when bank holding companies were permitted to do nothing
else. The existing industrial bank supervisory process works well. Utah believes it is the
“superior” model for holding companies whose principal business may not be banking.

‘What has received no coverage in.the current debate is the fact that industrial bank oversight by
the states and the FDIC is supplemented by holding company oversight by federal financial
regulators other than the Federal Reserve. The Office of Thrift Supervision (OTS) and Securities
and Exchange Commission (SEC) have regulatory oversight over many holding companies with
Utah industrial bank subsidiaries. .

As previously stated, the OTS has supervisory responsibilities in five Utah industrial bank
holding companies whose industrial banks collectively constitute 63%.of all Utah industrial bank
assets. The OTS has holding company jurisdiction because of affiliated federal savings banks to
the Utah industrial banks. ,

The SEC has Consolidated Federal Supervisory responsibility over Goldman Sachs Bank’s
holding company whose industrial bank holds approximately 7% of total Utah industrial bank
assets. The SEC has dual consolidated supervision authority with the OTS over three additional
Utah industrial banks in total representing 56% of Utah assets.

The Federal Reserve has holding company supervision of UBS Bank’s  parent company which
holds approximately 12% of total Utah industrial bank assets because UBS’s parent filed as a
Financial Holding Company with the Federal Reserve.

The federal agency oversight listed above constitutes approximately 80% of all Utah industrial
bank assets as of December 31, 2006. This is not a parallel regulatory structure when federal
agencies have holding company authority over 80% of all Utah industrial bank assets.

Not included in the federal agency oversight totals above but consideration should be given to
three additional Utah industrial banks: Advanta Bank with $2.0 billion in total assets, Target
Bank with $14 million, and World Financial Capital Bank with $193 million in total assets, all of
which have sister national banks chartered by the Office of the Comptroller of the Currency
(OCC).
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Again, trying to keep this discussion in perspective, the entire industrial bank industry, even with
its growth during the last twenty years, represents only approximately 1.8% of U. S. banking
assets.

The parent companies of the vast majority of Utah industrial bank assets are engaged exclusively
or predomiinantly in financial services activities. These-include: Advanta, Amernican Express,
Citigroup, Merrill Lynch, Morgan Stanley and UBS. Other industrial banks are owned by
diversified companies, such as General Electric and GMAC which engage in both financial and
non-financial activities. Some are controlled by companies primarily engaged in commercial or
industrial activities, such as BMW and Volkswagen. However, both BMW and Volkswagen
have extensive banking operations in Europe.

While not subject to regulation as bank holding companies, industrial bank owners are subject to
many of the same requirements as bank holding companies. As a result, safeguards already exist
to protect these depository institutions against abuses by the companies that control them or
activities of affiliates that might jeopardize the safety and soundness of the institutions or
endanger the deposit insurance system.

For example, restrictions on transactions with affiliates in Sections 23A and 23B of the Federal
Reserve Act apply to industrial banks and their owners. These provisions limit the amount of
affiliate loans and certain other transactions (including asset purchases) to 20 percent of a bank’s
capital, and require that such loans be made on an arm’s length basis. Thus, an industrial bank
may not lawfully extend significant amounts of credit to its holding company or affiliates or
offer credit to them on preferential or non-market terms. All loans by industrial banks to their
affiliates must be fully collateralized, in accordance with Section 23 A requirements.

Utah law establishes, besides all other jurisdiction and enforcement authorities over industrial
banks, that pursuant to Section 7-8-16 each industrial bank holding company must register with
the department and is subject to the department’s jurisdiction. Also, according to Section 7-1-
501 of the Utah Code each industrial bank holding company is subject to examination and
enforcement authority of the Department.

Utah struggles to understand why Congress would want to keep out well-capitalized innovative
entrants to the market? While the banking system is becoming concentrated in the hands of a
few large institutions with huge market power and system risk, I understand that the five largest
banks are trillion dollar entities. These entities control a third of industry assets and deposits,
and a fourth of all bank branches.

SUMMARY
Utah has been successfully regulating FDIC insured industrial banks for twenty years. Utah has

established a record of safe and sound institutions with prudential safeguards in place that have
prevented parent companies from exercising undue influence over the insured entity.
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Utah’s industrial banks are well capitalized, safe and sound institutions.

Utah’s industrial banks are subject to the same regulations and are examined in the same manner
as other banks.

Utah and FDIC examiners have adapted as the industrial banks have evolved. For us, keeping up
with new products, new financial instruments and new delivery mechanisms has been a
regulatory challenge, but a challenge we have met with the shared resources of our regulatory
partner, the FDIC. : :

H.R. 698 is unnecessary and restrictive of the industrial:bank chartef. :

In this discussion, the reality check is that the entire industrial loan industry, even with its
growth of the last twenty years, is only approximately 1.8% of banking assets.
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UTAH INDUSTRIAL BANKS
Consolidated Financial
Bank
31 IBs as of 12-31-06 (W/O Volve) 12/31/2006 Supervised or
(000s omitied) Financial or
Total Assets SEC Regulated | Non-financial
ADVANTA BANK CORP 1,958,239 Financial
ALLEGIANCE DIRECT BANK 38,291 Financial
AMERICAN EXPRESS CENTURION B 21,096,810 OTS Financial
BMW BANK OF NORTH AMERICA 2,219,777 Non-financial
CAPMARK BANK (GMACCM) 3,773,857 Financial
CELTIC BANK 95,490 Financial
CIT BANK 2,829,528 Financial
ENERBANK 147,265 Non-financial
ESCROW BANK USA | 34,889 Financial
EXANTE BANK, INC, 391,308 Financial
FIRST ELECTRONIC BANK 14,179 Non-financial
GE CAPITAL FINANCIAL INC 1,991,805 OTS Non-financial
GMAC BANK (auto) 19,937,022 Non-financial
GOLDMAN SACHS BANK ~ USA 12,648,880 SEC Financial
LCA BANK CORPORATION (1-26-06) 18,483 Financial
LEHMAN BROTHERS COMMERCIAL BANK 3,224,704 OTS | Financial
MAGNET BANK, INC. 458,699 Financial
MEDALLION BANK 309,489 Financial
MERRICK BANK 1,032,405 Financial
MERRILL LYNCH BANK USA 67,234,664 OTS Financial
MORGAN STANLEY BANK 21,019,823 oTS Financial
REPUBLIC BANK INC 437,486 Financial
SALLIE MAE BANK 438,860 Financial
TARGET BANK 14,213 Non-financial
THE PITNEY BOWES BANK INC 644,038 Non-financial
TRANSPORTATION ALLIANCE BANK 483,150 Non-financial
UBS BANK USA 22,009,139 Federal Reserve Financial
VOLKSWAGEN BANK USA 665,342 Non-financial
WEBBANK 15,942 Financial
WORLD FINANCIAL CAPITAL BANK 193,427 Financial
WRIGHT EXPRESS FINANCIAL SERVICES 813,617 Financial
TOTAL UTAH INDUSTRIAL BANK ASSETS 186,192,821
% of total ILC assets nationwide  (58) 87.5%
% of total insured banks/S&Ls_(8,681) 1.6%
Appendix - |
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UTAH INDUSTRIAL BANKS
NUMBER OF OPERATING CHARTERS BY YEAR
Number of

Year Ending Utah Industrial Banks Operating
1987 10
1988 13
1989 15
1990 15
1991 15
1992 15
1993 13
1994 12
1995 13
1996 13
1997 16
1998 18
1999 20
2000 23
2001 23
2002 24
2003 ) 27

. 2004 29
2005 32
2006 32
3/22/2007 31

Appendix - 2
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UTAH INDUSTRIAL BANKS
TENTATIVELY CONSIDERED “FINANCIAL”

22 "FINANCIAL" Consolidated Bank Financial
31 IBs as of 12-31-06 (W/0 Volvo) 12/31/2006 Supervised or
(000s omitted) Financial or

. . ) Total Assets SEC Regulated Non-financial
ADVANTA BANK CORP 1,958,239 Financial
ALLEGIANCE DIRECT BANK 38,300 Financial
AMERICAN EXPRESS CENTURIONB - 21,096,810 OTS Financial
CAPMARK BANK (gmaccm) 3,773,857 ) Financial
CELTIC BANK 95,490 Financial
CIT BANK 2,829,528 - Financial
ESCROW BANK USA 34,889 Financial
EXANTE BANK, INC, 391,308 - Finaricial
GOLDMAN SACHS BANK - USA 12,648,880 SEC Financial
1L.CA BANK CORPORATION(1-26-06) 18,483 Financial
LEHMAN BROTHERS COMMERCIAL BANK 3,224,704 OTS Financial
MAGNET BANK, INC. ) 458,699 Financial
MEDALLION BANK. 309,489 Financial
MERRICK BANK ‘ 1,032,405 Financial
MERRILL LYNCH BANK USA 67,234,664 OTS Financial
MORGAN STANLEY BANK 21,019,823 OTS Financial
REPUBLIC BANK INC 437,486 Financial
SALLIE MAE BANK 438,860 Financial
UBS BANK USA 22,009,139 Federal Reserve Financial
WEBBANK 15,942 Financial
WORLD FINANCIAL CAPITAL BANK 193,427 Financial
WRIGHT EXPRESS FINL SERVICES 815,617 Financial
TOTAL "FINANCIAL” INDUSTRIAL BANKS 160,076,039

percentage of total Utah Industrial Banks (31} 86.0%

percentage of total ILC assets nationwide (58) 752%

percentage of total insured banks/S&Ls (8,681) 1.3%

Appendix - 3
220~
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UTAH INDUSTRIAL BANKS
TENTATIVELY CONSIDERED “NON-FINANCIAL”

9 "NON-FINANCIAL" Consolidated Bank]  Financial
31 IBs as of 12-31-06 (W/O Volvo) 12/31/2006 Supervised . or
(000s omitted) Financial or -
Total Assets SEC Regulated Non-financial
BMW BANK OF NORTH AMERICA 2,219,777 " |'Non-financial
ENERBANK 147,265 Non-financial
FIRST ELECTRONIC BANK 14,179 Non-financial
GE CAPITAL FINANCIAL INC 1,991,805 OTS Non-financial
GMAC BANK (auto) 19,937,022 Non-financial
TARGET BANK 14,213 Non-financial
THE PITNEY BOWES BANK INC 644,038 . Non-financial
TRANSPORTATION ALLIANCE BANK 483,150 Non-financial
VOLKSWAGEN BANK USA 665,342 - Non-financial
TOTAL "NON-FINANCIAL" INDUSTRIAL 26,116,791
BANKS
percentage of total Utah Industrial Banks (31) 14.0%
percentage of total IL.C assets nationwide  (58) 12.3%
« percentage of total insured banks/S&Ls (8,681) 0.2%

Appendix - 4
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UTAH INDUSTRIAL BANKS
with
FRB, OTS, OR SEC HOLDING COMPANY SUPERVISION

SEVEN UTAH INDUSTRIAL BANKS WITH Consolidated Bankj Financial
OTS, FRB OR SEC HOLDING CO. 12/31/2006 Supervised Or
SUPERVISION (000s omitted) Financial or .

31 IBs as of 12-31-06 (W/O Volvo) Total Assets SEC Regulated {Non-financial
UBS BANK USA 22,009,139 Federal Reserve | Financial
AMERICAN EXPRESS CENTURION B 21,096,810 oTs Financial
GE CAPITAL FINANCIAL INC 1,991,805 OTS Non-financial
GOLDMAN SACHS BANK - USA 12,648,880 SEC Financial
LEHMAN BROTHERS COMMERCIAL BANK 3,224,704 OTs Financial
MERRILL LYNCH BANK USA 67,234,664 OoTS Financial
MORGAN STANLEY BANK 21,019.823 oTS Financial
TOTAL "FRB, OTS, SEC" INDUSTRIAL BANKS 149,225,825

percentage of total Utah Industrial Banks (31} 80.1%
percentage of total ILC assets nationwide  (58) 70.1%
percentage of total insured banks/S&Ls (8,681 1.3%

Appendix - 5
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Mr. Chairman and members of the Subcommittee, my name is Earl D. McVicker.
1 am Chairman and Chief Executive Officer of Ceniral Financial Corporation and Central
Bank and Trust Co., headquartered in Futchinson, Kansas. 1 also serve as Chairman of
the American Bankers Association (“ABA”), and am testifying today on behalf of the
ABA. The ABA brings together all categodes of financial institutions to best represent the
interests of this rapidly changing industry. Tts membership—which includes community,
regional, and money center banks and holding companies, as well as savings associations,
trust companies, and savings banks—makes ABA the largest banking trade association in
the country.

Thank you for the opportunity to present the ABA’s views on the regulation of
industrial loan corporations (“1LCs™). The ILC industry has changed dramatically in the
last several years. Since Congress last enacted legislation concerning the ownership of
ILCs, the industry has experienced extraordinaty growth. This growth threatens to
undermine prior decisions by Congress to maintain separation between banking and
commerce.

Legislation that was recently introduced by Chairman Frank and Congressman
Gillmor offers an appropriate means for addressing the current situation. H.R. 698 would

create a general rule that commercial firms may not own an ILC. The bill preserves the
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historical separation of banking and commerce and avoids problems, such as conflicts of
interest and misallocation of credit, that arise when the two are mixed. The ABA strongly
supports the Frank-Gillmor bill.

In my statement roday 1 would like to make three points:

» The current policy toward 11.Cs is inconsistent with the long-standing
wradition of separation between banking and non-financial commerce.
» The ILC exemption created by Congress in 1987 is no longer appropriate

for the 1L.C industry of today.

» Congress should once again prevent the mixing of banking and non-

financial commerce and should enact the Frank-Gillmor bill,

These points are addressed in further detail below,

1. The Current Policy Toward ILCs is Inconsistent With the Longstanding

Tradition of Separating Banking and Non-Financial Commerce.

The separation of banking and commerce has long been a feature of U.S. law.
Exploitation of the 1LC exemption threatens to undermine this consistent policy.

Over the past fifty years, Congress has repeatedly curtailed the ability of non-
financial commercial entities to engage in banking activites. The Bank Holding Company

Act, passed in 1956, was designed in part to restrain the ability of commercial firms and
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financial institutions to organize under a single holding company. It prohibited commercial
firms from owning banks and also prohibited holding companies that owned two or more
banks from engaging in non-financial commercial activities.

However, the law did not prevent holding companies that owned only a single bank
from also owning non-financial commercial entities. Some non-financial entties stepped
into this void and organized under so-called “one-bank” holding companies. By 1970
there were more than 700 such companies, and Congress determined to curtail this acdvity.
Amendments o the Bank Holding Company Act prohibited non-financial commercial
entities from owning a single bank through “one-bank” holding companies.

Despite the change, some commercial entities still sought ways to engage in
banking activities. At the time of the 1970 amendments, the definition of “bank™ in the
Bank Holding Company Act included only entities that offered commercial loans and
accepted demand deposits. A number of large retail commercial entities exploited this
provision by acquiring financial insttutions that made loans but did not offer demand
deposits. These so-called non-bank banks aliowed commercial entities 1o avoid
supervision as bank holding companies while offering banking services on an interstate
basis.

Once again, Congress intervened to address the situation and enacted the
Competitive Equality Banking Act (*CEBA™) in 1987. One of the primary purposes of
this legislation was to subject non-bank banks to interstate banking restrictions. CEBA
prohibited the creation of any new non-bank banks and amended the definition of “bank”
in the Bank Holding Company Act to mean any institation that was insured by the Federal

Deposit Insurance Corporation (“FDIC”). Thus, CEBA blocked the ability of prospective
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owners of non-bank banks from creating more institutions that combined banking and
commerce.

Most recently, Congress enacted the Gramm-Leach-Bliley Act, which allows
financial holding companies (“FHCs”) to own commercial banks, securities houses,
insurance companies, and other financial entities. Commercial firms may not be, or own,
FHCs. Moreover, the Gramm-Jeach-Bliley Act put an end to the ability of non-financial
commercial firms to become unitary thrift holding companies. The report of the Senate
Banking Commiteee states that “fajllowing these thrifts w be acquired by commercial firms
would move far down the road toward mixing banking and commerce, with all its
attendant dangers.””’

Thus, the legislative history is clear. Time and again Congress has enacted or
amended legislation with the specific goal of maintining separation between banking and

non-financial commerce.

H. The ILC Exemption Created By Congtess in 1987 is no Longer Appropriate for

the ILC Industry of Today.

At the time Congress enacted CEBA and amended the definition of “bank” to
include any financial institation that is FDIC insured, most IL.Cs were FDIC insured, and
some states even regaired them to be. This meant that ILCs fell squarely within the new
definition of “bank” and could not be owned by non-financial commercial entities.

However, Congress also included an exemption in CEBA specifically stating that the term

! Senate Report 106-44 of the Committee on Banking, Housing, and Urban Affairs, April 28, 1999.
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“bank™ does not generatly include ILCs if they meet one of a handful of conditions.
Interestingly, the legislative history of CEBA does not offer much insight as to why the
ILC exemption was included. In recent testimony given before this Committee, the
Federal Reserve Board makes note of this fact and suggests that the exemption may be due
to the fact that the size, nature and powers of ILCs were rather limited in 1987. 3

Indeed, 1LCs were originally created in the early 1900s to provide uncollateralized
consumer loans to low- and moderate-income workers unable to obtain such loans from
existing commercial banks.* At the time CEBA was enacted, most 1LCs had less than $50
millon in assets and the exemption applied to only a few, small institutions. Furthermore,
the few states that were able to charter 1LCs — principally California, Nevada, and Utah —
were not promoting the charter. In fact, Utah had a moratorium at the dme on the
creation of new ILCs.

Simply put, there was no significant risk that problems caused by mixing banking
and non-financial commerce would arise from the 1L.Cs that existed at the time that the
exemption was codified.

This is not the case today. Between 1987 and 2006, aggregate 1LC assets grew
more than 5,500 percent, from $3.8 billion to almost $213 billion, with the average 1L.C

holding close to $3.7 billion in assets.

% The conditions include: (1) the ILC does not accept demand deposits that can be withdrawn by check or
similar means; (2) the ILC maintains total assets of less than $100 miliion; or (3) the ILC has not
undergone a change in control after 1987. Only ILCs chartered in states that, as of March 5, 1987, had in
effect or under consideration a law requiring TLCs to be FDIC insured were eligible for the exemption,

3 Testimony of Scott G. Alvarez, General Counsel of the Board of Governors of the Federal Reserve
System, before the Subcommittee on Financial Institutions and Consumer Credit of the Committee on
Financial Services, House of Representatives, July 12, 2006.

* GAO-05-621 Industrial Loan Companies, September 15, 2005,
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This growth is not by accident. Enactment of the Gramm-Leach-Bliley Act in
1999 cut off the ability of non-financial commercial entities to engage in bank-like activities
through unitary thrift holding companies. Commercial firms that still wanted 10 engage in
banking activities were forced to look for other means of doing so. 1t is no coincidence
that 2 monumental increase in total aggregate assets held by ILCs occurred shortly after
Gramm-Leach-Bliley was enacted.
Total Assets of ILCs

According to a recent report by the Dollars in Billions

Government Accountability Office, $250

GLB

—

$n3

total IL.C assets amounted to over $200 -

$i50
$43.6 billion in 1999. In 2000, total
$100 -

1L.C assets more than doubled to

T

$50

aver $90 billion.” As noted, otal $0 A= T
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aggregate assets reached almost Sousee: GAG and FDIC
3213 billion in 2006 (see chart at right).

Fven during the debate leading up to enactment of Gramm-Leach-Bliley there was
significant activity with respect to ILC asset growth, The major tenets of that landmark
legislation had been under discussion for years in Congress. In 1995, the first bill
addressing ownership of unitary thrift holding companies was introduced. Though not
enacted at the time, the Financial Services Competitive Act of 1995 sent a clear signal that
curtailing the ability of non-financial commercial firms to own a unitary thrift holding

company would be a part of the debate going forward. It also provided impetus for

commercial firms to shift their assets from thrifts to 1LCs. Indeed, between 1995 and

* GAO-05-621 Industrial Loan Companies, September 15, 2005.
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1999, the year Gramm-Leach-Bliley was enacted, total aggregate 1LC assets almost
quadrupled from $11.5 billion to $43.6 billion.

Thus, when Congress finally closed the unitary thrift avenue in 1999, non-financial
commercial entties that still wanted to engage in financial activities rushed to exploit
another. This time they turned to the ILC exemption that Congress had created more than
a decade earlier. Though the policy reasons behind the ILC exemption are unclear, it is fair
to assume that Congress did not anticipate that the ILC exemption would become a vehicle
by which non-financial commercial firms would journey deep into the realm of banking.

Because federal law places only limited restrictions on the types of activities that an
11.C operating under the exemption may conduct, commercial firms look o them as viable
options. A recent report by the PDIC states that “the TLC charter has been an attractive
choice for companies that are not permitted to, or choose not to, become subject to the
restrictions of the [Bank Holding Company Act]. As a resul, it is not surprising that the
parent companies of 1L.Cs include a diverse group of financial, and where permitted,
commercial firms.”®

Furthermore, while the ILCs may only be chartered in a handful of states, there is
no limit to the number of IL.Cs these states may charter. To date, there are a total of 58
FDIC insured 11.Cs nationwide, with another eight applications pending.

Federal law allows 1L.Cs to effectively compete with full-service insured depository
institations. 1LCs may branch across state lines to the same extent as other types of
insured banks, and modern technology ensures that ILCs have the ability to conduct their
activities nationwide, even without physical branches. As observed by former Federal

Reserve Chairman Alan Greenspan, ILCs may engage in the “full range of commercial,

* FDIC Banking Review, 2004. Volume 16, No. 42 113
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mortgage, credit card and consumer lending activities; offer payment-related services,
including Fedwire, automated clearing house and check clearing services, to affiliated and
unaffiliated persons; [and] accept time and savings deposits, including certificates of
deposit from any type of customer.”

Hence, the industrial banks of today do not resemble the small 1ILCs of yesteryear
that were created to make uncollateralized loans to industrial workers. Instead, they are
increasingly large, sophisticated commercial firmns that are using provisions of law in a
manner that contravenes the consistent desire of Congress to maintain separation between

banking and non-financial commerce.

III. Congress Should Once Again Prevent the Mixing Of Banking and

Commerce and Should Enact the Frank-Gillmor Bill

The current 1L.C exemption threatens to erode the separation of banking from
non-financial commerce. Congress should act, as it has many trmes before, to ensure that
the porential dangers associated with this ercsion do not become a reality. The rationale
for maintaining separation berween banking and non-financial commerce is clear. Banking
is a critical component of our economy and is carefully regulated for safety, soundness, and
systemic risk.

Allowing banks to mix with commercial firms raises a host of issues. Among these
is the potential for a conflict of interest, particulatly in decisions concerning extensions of

credit. A non-financial commercial firm could pressure or otherwise encourage a bank

* Letter from Federal Reserve Board Chairman Alan Greenspan to Congressman James Leach dated
January 20, 2006,
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subsidiary to grant eredit to customers of the firm on favorable terms or refuse to grant
credit or stiffen credit terms to the firmm’s compettoss or their customers. Credit decisions
based on factors other than the credicworthiness of the botrower and other customary
banking considerations have the potential to threaten the safety and soundness of the bank,
Moreover, they pose a related risk to the federal deposit insurance system and encourage
abusive financial practices. This runs counter to the general purposes of a bank charter
and its obligations to customers, and could be particularly aggravating in smaller
communities.

Additional issues may arise when a bank, in order to cope with reputational risk
from a non-financial parent or non-financial affiliate, might be tempted to make funding
decisions to support the affiliate or Its customers that are not in the best financial interests
of the bank. Non-financial firms may also be tempted to use a subsidiary bank to serve the
firm’s commercial purposes instead of serving as a source of strength for the bank,

Simply put, any general mixing of banking and commerce is likely to be difficult to
disentangle down the road. Congress has recognized the dangers inherent in mixing the
two activities many times before and has consistently acted to prevent these dangers from
becoming reality.

By offering a means for non-financial commercial entities to obtain ownership or
control of a bank through an 1LC charter, the current ILC exemption increases the
likelihood that the risks associated with mixing banking and commerce will become
problems. The most effective way to remedy the current situation is to limit ownership of
insured depository institutions to companies that are financial in nature. Thus, the ABA

supports the Frank-Gillmor bill, H.R. 698,
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This legislation would create a general rule that commercial firms ~ defined as
those deriving at least 15 percent of their consolidared revenues from non-financial

activities — may not own an ILC. In order to strike a balance going forward, the bill

contains provisions that would, in varying degrees, grandfather commercial firms that
currently own an ILC. We support bringing any grandfathered institution within the
jurisdiction of a federal bank regulator and vesting that regulator with the full range of

supervisory and enforcement tools necessary o protect the insured depository institation

or its holding company.

CONCLUSION

Congress has repeatedly and consistently taken steps to maintain separation
between banking and non-financial commerce. When it created the ILC exemption in
1987, Congress could not have andcipated that it would be exploited by commercial firms
seeking a back-door entry into the realm of banking. The Frank-Gillmor bill offers a
means to address this situation before the various problems associated with mixing banking

and commerce arise,
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John M. Reich, Director
Office of Thrift Supervision

1. Introduction

Good morning, Mr. Chairman, Ranking Member Bachus, and Members of the
Committee. Thank you for the opportunity to address issues related to the activities,
ownership and control of industrial loan companies (ILCs). In particular, I understand
that you seek the Office of Thrift Supervision’s (OTS) views on the supervision and
oversight of savings and loan holding companies (SLHCs) that own and/or control ILCs.
Finally, you seek comment on H.R. 698, the Industrial Bank Holding Company Act of
2007, which was introduced by you, Mr. Chairman, and Congressman Gillmor, on

January 29, 2007.

Mr. Chairman, I wish to commend you, Mr. Gillmor and other Members of this
Committee on the introduction of H.R. 698. It addresses several pending policy issues
with respect to the key areas of the permissible activities and oversight of companies that
own or control, or seek to acquire or control, an ILC. Iapplaud your leadership in
addressing these important policy matters. For my part, I appreciate the recognition in
H.R. 698 of the important role that the OTS has in overseeing and supervising several of

the largest companies that currently own and control ILCs. As you know, functional
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regulation and consolidated regulatory oversight have been important considerations in
recent legislation supported by this Committee. H.R. 698 maintains this forward-looking
focus on maintaining the enterprise-wide safety and soundness of holding companies that

own or control institutions with access to the federal safety net.

If the concern is the potential exposure of the federal safety net to a company that
owns or controls an ILC, then the issue is not one of who regulates the entity, but rather
how best to understand and supervise the interrelationships within the structure and how
the ILC is integrated. An effective holding company regulator oversees the parent
holding company of an ILC or other insured depository institution without imposing
draconian operating restrictions or other requirements. The OTS expects entities that it
regulates to manage the risks within their operations. We use a risk-focused, top-down

examination methodology that weighs a company’s ability to manage these risks.

Effective oversight of holding companies requires having adequate government
controls to monitor and intervene when necessary without unduly interfering with the
ongoing business operations and activities of the enterprise. It is a delicate balance that
requires judgment based on expertise in a wide range of areas. The OTS focuses and
tailors its supervision of SLHCs based on the complexity of the structure and the level of
risk inherent in the holding company enterprise. Comprehensive supervision of SLHCs is
a combination of ongoing off-site monitoring, targeted reviews, and on-site examinations.
This combined approach permits the OTS to gain an understanding of the business and its

inherent risks, as well as the affiliations and the transactions of the enterprise. It also



186

enables us to assess the potential impact on the broader economy, the insured depository

institution and the potential exposure to the federal safety net.

In order to understand the OTS’s perspective on holding company oversight and
its role in supervising companies that own or control ILCs, it is necessary to understand
the development of the ILC structure, as well as how the OTS evolved as the supervisor

of numerous ILC holding company structures.

II.  Overview on the Development of ILCs and Current Demographics

ILCs have existed since the early 1900s, when a number of small, state-chartered
institutions formed to provide a source of unsecured loans to industrial workers who did
not have access to financial services at traditional depository institutions. For many
years, these small entities remained focused almost entirely, if not exclusively, on serving

their existing customer base of industrial workers.

During the last 25 years, however, ILCs have grown considerably in size and
number. This growth in assets and aggregate numbers was driven substantially by the
eligibility of IL.Cs for federal deposit insurance in 1982, Also increasing the
attractiveness of the ILC charter was legislation in 1987 that exempted companies that
own ILCs from the ownership restrictions of the Bank Holding Company Act (BHCA).
Pursuant to these statutory provisions, ILCs are state-licensed, insured depository

institutions regulated by their respective state bank supervisor as well as the FDIC under
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the Federal Deposit Insurance Act (FDIA). They are not considered “banks” under the
BHCA.' As aresult, ILCs are currently not subject to holding company oversight unless
the parent company also owns or controls a bank or thrift. Similarly, ILCs are not
currently prohibited from commercial affiliations, including being owned or controlled by

a commercial company.

Today, although only a handful of states continue to charter ILCs, the charter is
thriving. As of December 2006, there were 60 institutions holding more than
$213 billion in aggregate assets. Whiie the five largest institutions dominate the industry,
holding $151 billion or roughly 71 percent of aggregate industry assets, 17 of the 60
institutions have assets in excess of $1 billion. And as you are aware, interest in the ILC

charter has never been higher. For various reasons, including interest by commercial

L. Section 2(c)(2)(H) of the Bank Holding Company Act (12 U.S.C.A. § 1841(c)(2)(H))
provides that the term “bank” does not include “An industrial loan company, industrial bank, or
other similar institution which is —

(1) an institution organized under the laws of the State which, on March 5, 1987, had in
effect or had under consideration in such State’s legislature a statute which required or
would require such institution to obtain insurance under the Federal Deposit Insurance
Act[12 US.C.A. § 1811 etseq.] --

(I)  which does not accept demand deposits that the depositor may withdraw by
check or similar means for payment to third parties;

(I}  which has total assets of less than $100,000,000; or
(IfI) the control of which is not acquired by any company after August 10, 1987; or

(i) an institution which does not, directly, indirectly, or through an affiliate, engage in
any activity in which it was not lawfully engaged as of March 3, 1987,

except that this subparagraph shall cease to apply to any institution which permits any overdraft
(including any intraday overdraft), or which incurs any such overdraft in such institution’s
account at a Federal Reserve bank, on behalf of an affiliate if such overdraft is not the result of
an inadvertent computer or accounting error that is beyond the control of both the institution and
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companies in chartering ILCs to perform various finance-related activities, applications

continue to be filed with the FDIC by ILCs seeking federal deposit insurance.

H.R. 698 addresses the lack of clear statutory authority for a federal regulator of
an ILC holding company that does not otherwise own a bank or thrift. From a policy
standpoint, it is our view that the Frank-Gillmor bill, as introduced, achieves all of its

intended objectives.

As the discussion of this legislation unfolds, the OTS is partic.u!arly interested in
maintaining the status quo for SLHCs that own ILCs. A number of prominent companies
fall into this category. I appreciate the recognition in H.R. 698 of OTS’s continued role
as the prudential holding company regulator of these entities. In my experience,
understanding the organizational structure and culture of each regulated institution is
crucial to effective oversight of the enterprise and protection of the federal safety net. It
is also essential to supervise all aspects of the affiliations with the insured depository
institution, including inter-company transactions. We have significant experience
performing strong consolidated supervision over some of the most complex firms in the
world. The OTS appreciates the deference shown in the bill to our holding company

supervision program.

the affiliate, or that is otherwise permissible for a bank controlled by a company described in
section 1843(f)(1) of this title.”
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HI. OTS Oversight of ILCs in SLHC Structures

As of December 31, 2006, there were eight ILCs within OTS-regulated SLHC
structures. These ILCs had aggregate assets of $142 billion or almost 67 percent of all
ILC assets. In fact, six of the ten largest ILCs are owned or controlled by OTS-regulated
SLHC structures. These six ILCs hold aggregate assets of $138 billion, accounting for
roughly 73 percent of the assets of the ten largest ILCs.> And of the top 15 ILCs,’ the
OTS regulates SLHCs that own or control eight. These eight institutions hold assets of
$142 billion, representing 71 percent of the assets of the 15 largest ILCs. The OTS is an

active holding company supervisor of these eight institutions.

Pursuant to the Home Owners’ Loan Act (HOLA), when a company controls both
a savings association and an ILC, not only is the SLHC itself subject to OTS examination,
s0 is the ILC. Although the HOLA excepts “banks” from OTS SLHC examination
authority, the HOLA defines banks with respect to the BHCA. Since ILCs are not banks
for purposes of the BHCA, ILCs controlled by SLHCs are subject to OTS examination.
As detailed below, OTS supervision of SLHCs, including SLHC parents of IL.Cs, is
statutory, comprehensive, risk-focused, and inclusive of the views of all relevant

functional supervisors.

2. The ten largest ILCs held assets of almost $190 billion, accounting for approximately §9
percent of aggregate ILC industry assets.
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In connection with OTS oversight of SLHCs that own ILCs, the OTS is able to
participate in examinations of the ILC by the state regulatory authority and/or the FDIC.
The OTS determines its level of participation in consultation with each ILC’s relevant
functional supervisor on a case-by-case basis. In each case, our goal is to ensure adequate
oversight and coordination, while creating minimal regulatory overlap. Similarly, we
coordinate our oversight and examinations of SLHCs to ensure that examiners exchange
adequate and sufficient information with applicable state and/or FDIC staff and, when

appropriate, other functional regulators.

1V. OTS Authority and Supervision of SLHCs

The OTS supervises a diverse population of holding companies. These range
from non-complex companies with limited activities to large, internationally active
conglomerates that engage in numerous, diverse activities and an array of domestic and
international transactions. In connection with our strong statutory oversight and
supervision of SLHCs and their subsidiary savings institutions, we have a well-
established supervisory program for discharging the responsibilities assigned to us by
law. Holding company supervision is an integral part of this oversight program and
enables us to ensure risk-focused oversight of the entities that own or control licensed

thrift institutions.

3. The 15 largest ILCs held assets of $201 billion, accounting for approximately 94 percent of
aggregate ILC industry assets.
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The OTS’s holding company oversight program appropriately balances the need
for effective supervision with the interests of a holding company enterprise to avoid
excessive regulatory intrusion in its affairs. We focus on the company’s capital and
earnings, risk management framework, and governance structure. We evaluate the
oversight provided by tl_ae board of directors, and the effectiveness of holding company
management at all levels. We also continually review key risk control functions, such as
the enterprise’s risk management framework, the internal audit function and the major

risk concentrations and transactions that occur within the consolidated entity.

QOur program is designed to understand how the company conducts business and
manages risk throughout the enterprise. This understanding allows us to accurately assess
the financial condition and risk profile of the holding company enterprise. It also enables
us to consider the impact of the enterprise on insured depository subsidiaries or other
regulated financial companies within the structure. Our program is designed to provide
constructive and substantive feedback on these critical issues to boards of directors and

management.

As noted above, OTS’s authority as the primary supervisor of consolidated
SLHCs is set forth in the HOLA. Pursuant to this authority, any company that proposes
to acquire a thrift, and thereby become a SLHC, is subject to a statutory licensing

(authorization) process that requires us to make numerous statutory findings.
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In addition, the OTS has full legal, examination, and enforcement powers over
savings associations, SLHCs, thrift subsidiaries, and third-party contractors performing
services for, or conducting activities on behalf of, any of these entities. In particular, the

HOLA provides that SLHCs and each subsidiary thereof (other than a bank) are subject to

OTS examination.® This authority includes the ability to examine and oversee any
activity or entity in a SLHC structure, as well as to take enforcement action when

appropriate.

In exercising its statutory oversight authority, the OTS works cooperatively with
sectoral and functional regulators, including other federal and state banking agencies, as
well as state insurance and federal securities supervisors. We also coordinate with
various international financial supervisors on the supervision and oversight of
internationally active SLHCs and their affiliates and subsidiaries. Due to our extensive
communication and coordination with other supervisory agencies, we have information
sharing, coordination, and confidentiality agreements with more than 60 domestic and

international supervisors.

In addition, our supervisory program has achieved equivalency status from the
European Union for three firms — an industrial conglomerate, a global insurance firm, and

an international securities firm. The OTS’s status as a consolidated supervisor

* The Gramm-Leach-Bliley Act imposed certain limitations on the OTS's ability to
examine functionally regulated subsidiaries.
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necessitates extensive contact with the domestic and international supervisory community

for these and other internationally active complex firms supervised by the OTS.

In carrying out its statutory holding company authority, the OTS conducts an
extensive supervisory program. SLHCs are subject to reporting and examination
requirements defined by the OTS. In this regard, we tailor information requests and
examinations to address the specific issues and risks at an institution and/or a SLHC.
Examiners conduct holding company examinations concurrently with the statutorily

mandated schedule for annual (or 18-month) examinations of thrifts.

The OTS also follows a continuous supervision program at the largest and most
complex thrifts and SLHCs. This continuous supervisory program includes developing a
risk assessment, a supervisory plan, and conducting targeted reviews of high-risk areas.
We also coordinate with functional regulators, and routinely meeting with senior
management and the boards of directors of the thrift or SLHC and its subsidiary

organizations.

The OTS follows a risk-focused, top-down examination approach at all SLHCs. It
analyzes the parent holding company and material subsidiaries for their impact on the
SLHC structure. There is particular scrutiny on the extent of any direct and/or indirect
adverse finding that may affect the subsidiary thrift institution. This includes a review of

intra-group transactions and risk concentrations in order to assess material transactions

10
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between affiliated entities. We also determine which business lines present the greatest

potential risk to the SLHC, on a consolidated basis, and its subsidiary savings association.

Our holding company procedures are centered on an enterprise-wide assessment
of the Capital, Organization Structure, Relationship, and Earnings/Liquidity of the
holding company structure. This “CORE” examination approach is designed for
understanding, analyzing, and evaluating a firm’s risk appetite and its approach to risk
management. The more complex the firm, the more comprehensive our review and

assessment of its risk profile and the effectiveness of its risk control functions.

The OTS works to reduce regulatory burden and redundant supervision by
working cooperatively with other functional supervisors (e.g., the FDIC, Utah State
Banking Department, Securities and Exchange Commission, etc). For example, we
obtain copies of examination reports for material subsidiaries. Other examples of our

coordination with other supervisors include:

» Hosting annual supervisors’ meetings on financial conglomerates for all
supervisors with material business subsidiaries in the conglomerate to discuss
common trends, findings, or violations.

¢ Routine communications with the FDIC and state bank supervisors regarding
ILCs within SLHC structures. In this regard, the OTS relies on the expertise
and examinations of these functional regulators, rather than conducting its

own examination of each material entity. If there is a material problem

11
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emerging within an ILC that could affect the holding company enterprise, the
OTS works closely with the functional regulator to minimize the impact on the
enterprise and/or the OTS-regulated thrift subsidiary.

e Cooperating extensively with the FDIC and the State of Utah on several
information technology examinations of SLHCs with ILC subsidiaries. In
connection with these exams, each regulator appointed a central point of
contact for each firm, with quarterly meetings to discuss examination strategy
and planning.

* Obtaining and reviewing copies of SEC filings, audit reports, rating agency
reports, and internal management reports (all of which generally include
analysis of the ILC subsidiary if it is a material portion of the enterprise).

¢ Obtaining the most recent examination reports for an ILC when the OTS
conducts a helding company examination. When the ILC reports indicate a
significant weakness or concern, we follow up with the primary regulator. If
the examination reports do not reveal any concerns, we incorporate the review

and findings as part of its risk-focused examination approach.

Finally, the Government Accountability Office (GAO) confirms that the OTS has
a strong and internationally recognized consolidated holding company supervision
regime. We have worked hard in recent years to ensure that this program is up to the task

of supervising the complex and internationally active SLHCs subject to our oversight.

12
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Among the factors stressed by the GAO with respect to consolidated supervisory
oversight is the importance of interagency collaboration. As noted above, this is an area
in which the OTS is particularly aggressive, with outreach to both domestic and
international supervisors to ensure the agency can incorporate the views of all functional

regulators into its examination reports.

OTS’s consolidated holding company oversight program is a viable model for
SLHCs with diverse and wide-ranging activities and operations. It is a model that also
accommodates the various and sometimes competing interests that exist within holding
companies that own or control other companies engaged in functionally regulated

activities and that own or control an insured depository institution, including an ILC.

VI. Comprehensive Consolidated Supervision Standards

I also want to address a provision currently being discussed as an amendment to
H.R. 698. This provision would provide that if any foreign bank acquires an ILC, the
Board of Governors of the Federal Reserve System (FRB) would make a determination,
in consultation with the FDIC, that the foreign bank is subject to comprehensive
supervision or regulation on a consolidated basis by the appropriate authorities in the

bank’s home country.

The OTS believes it is appropriate to include a comprehensive consolidated

supervision (CCS) standard in connection with a foreign bank’s acquisition of an

13
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industrial bank. The BHCA imposes a CCS standard in connection with the FRB's
review of an acquisition of a bank (as defined in the BHCA) by a foreign bank. Similarly,
the HOLA requires that OTS make a CCS determination whenever a foreign bank
proposes to acquire a savings association.” While we support a new CCS determination
for a foreign bank that is an existing depository holding company, if the holding company
is a SLHC then the OTS is the appropriate regulator to make the CCS determination.

In such a case, the foreign bank/SLHC is already subject to OTS supervision, and OTS is
already coordinating with foreign supervisors in connection with its supervision of the
holding company. Given that OTS made the previous CCS determination with respect to
the foreign bank, and OTS regulates — and will continue to regulate -- the foreign bank as
an SLHC, the OTS believes that it, and not the FRB, should make the CCS determination

in these cases. ®

The OTS has the requisite expertise to make the CCS determination. OTS has
been required to make CCS determinations regarding acquisitions of thrifts by foreign

banks since 1991.7

In implementing the CCS approval standard, OTS regulations® provide that OTS

will consider the same standards that the FRB applies in making CCS determinations.’

’ Section 10(e)(2)(D) of the HOLA, 12 U.S.C. § 1467a(e)(2)(D).

é Such a result is consistent with section 10(e)(2)(D) of the HOLA, which requires

a separate CCS determination be made each time a foreign bank acquires a savings association.

7 The approval standard relating to CCS was imposed by section 221 of the

Federal Deposit Insurance Corporation Improvement Act of 1991, P.L. 102-242 (Dec. 19, 1991).

14
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Under these standards, the relevant issues regarding a CCS determination relate to the
nature of the foreign bank’s supervision, and are not dependent on the charter of the target

U.S. depository institution.

One of the underlying purposes of the GLB Act, and various prior laws such as
EGRPRA, was to reduce regulatory duplication. In a case involving an acquisition of an
ILC by a foreign bank that is already a SLHC, the OTS is, and will continue to be, the
consolidated regulator of the holding company structure. FRB participation in the

process would add a layer of regulatory duplication with no discernable policy benefit.

If a foreign bank/SLHC pursues an acquisition of a bank or establishment of a
branch in the United States, the resulting entity would be a BHC. In such instances, it is
entirely appropriate for the FRB, as the resulting HC regulator, to conduct the CCS
review. However, a situation involving a SLHC and an ILC is distinguishable. In the
former cases, the FRB will have ongoing supervisory authority with respect to the holding
company structure after the acquisition of the bank (or establishment of the bank branch).
Where a foreign bank/SLHC acquires an ILC, the FRB will not have any ongoing
supervisory authority after the transaction. In contrast, OTS will have had, and will
retain, ongoing supervisory authority over the holding company structure. Thus, we
believe that where the existing and resulting HC is a SLHC, the OTS is the appropriate

U.S. regulator for the CCS determination.

& 12 C.F.R. § 574.7(c)(2)(iv) (2007).
? These standards are set forth at 12 C.F.R. § 211.24(c)}(1)(ii) (2007).

15
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VII. Conclusion

The OTS has extensive experience overseeing SLHCs, including financial
conglomerates and commercial holding company structures. The agency evaluates the
consolidated holding company structure as well as the relationship between the insured
depository institution and its affiliates. OTS supervision provides a strong and robust
regulatory framework that oversees a SLHC’s risk management platform, rather than
dictating the course of conduct of the affairs and operations of the holding company. This
approach ensures the flexibility these firms require to compete in a dynamic marketplace
while providing a strong supervisory structure over their policies, procedures and

activities.

We support Congressional efforts to address concerns with respect to the
oversight of ILC holding company parents, recognizing that OTS currently exercises
effective supervision of SLHCs that control approximately 67 percent of ILC industry
assets nationwide. As currently drafted, H.R. 698 preserves existing OTS authority and
oversight of these SLHCs that own or control ILCs; promotes functional regulation while
promoting consolidated regulatory oversight of holding companies; and maintains a
forward-looking, risk-based focus to oversee holding companies that own or control
institutions with access to the federal safety net. For all these reasons, the OTS supports
H.R. 698 as introduced by Chairman Frank, Congressman Gillmor, and the other

Sponsors on the Committee. Thank you.

16
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Chairman Frank, Representative Bachus and Members of the Committee, thank you for inviting
me to testify today on H.R. 698, the “Industrial Bank Holding Company Act of 2007.” My name
is Tom Stevens, and I am the 2007 Immediate Past President of National Association of
REALTORS®. Iam also the former President of Coldwell Banker Stevens (now known as
Coldwell Banker Residential Brokerage Mid-Atlantic) — a full-service realty firm specializing in

residential sales and brokerage.

I am here to testify on behalf of our more than 1.3 million REALTOR® members who are
involved in residential and commercial real estate as brokers, sales people, property managers,
appraisers, counselors and others engaged in all aspects of the real estate industry. Members
belong to one or more of some 1,400 local associations/boards and 54 state and territory
associations of REALTORS®. We commend the committee for holding today’s hearing on the
issue of closing the ILC loophole and restoring the traditional separation between banking and
commerce. We would also like to thank Representative Gillmor for his dedication to pursuing a

legislative solution to this important issue, which began more than four years ago.

NAR Opposes Commercial Firms Owning Banks

NAR is extremely concerned about both Home Depot’s and other commercial companies’
intention to acquire industrial loan companies (1LCs) chartered by the state of Utah. NAR is on
record as opposing Home Depot’s Notice of Change in Control related to its proposed
acquisition of the ILC, EnerBank USA, as well as Wal-Mart’s now withdrawn application for
federal deposit insurance for Wal-Mart Bank.! Detailed below are our specific concerns
regarding Home Depot’s application and general concerns about commercial companies owning
ILCs.

! Federal Deposit Insurance Corporation (FDIC) Public Hearings Regarding the Deposit Insurance Application of
Wal-Mart Bank, Testimony of Thomas M. Stevens, CRB, CRS, GRI, President, National Association of
REALTORS® {Aprit 11, 2006); Letter to John F. Carter, Regional Director, Federal Deposit Insurance Corporation
Regional Office on the Home Depot Notice of Change in Contro] related to its proposed acquisition of EnerBank
USA (June 5, 2006); and Statement of the National Association of REALTORS® before the House Financial
Services Subcommittee on Financial Institutions and Consumer Credit for the hearing entitled, “ILCs—A Review of
Charter, Ownership, and Supervision Issues” (July 12, 2006).
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NAR believes that banks should provide financial services on an arms-length basis and not be
swayed into making credit and other business decisions based on their affiliation with
commercial firms. When commercial firms are allowed to engage in banking, the bank functions
under an inherent and irreconcilable conflict of interest. The bank’s commercial parent will be
tempted to use the bank in a manner that furthers its own corporate objectives, which may be at
odds with what is in the best interests of the bank subsidiary, customers, competitors, and our

financial system.

REALTORS® are also concerned about the competitive impact of giving large commercial firms
benefits that come with owning a federally insured bank. For example, if an ILC owned by a
commercial firm provided loans on favorable terms to suppliers or customers of its parent, it
would put other commercial firms at a disadvantage. Permitting commercial firms to acquire
[LCs also provides them with access to the nation’s payments system, which increases risk
incurred by other participants. We believe that mixing banking and commerce creates risks to
the financial system because an 1LC owned by a commercial firm may not have the freedom to
exercise the discipline needed to make independent credit judgments. For these reasons, NAR is
encouraged that Congress is taking steps to address the issue of commercial firms owning ILCs
and urges the House Financial Services Committee to pass H.R. 698, the “Industrial Bank
Holding Company Act of 2007,” and eliminate the ILC loophole that permits commercial firms

to own this type of federally insured state bank.

Home Depot “Bank” ~ JL.C

Home Depot’s proposed business plan is a perfect example of why banking and commerce
should not be mixed. Home Depot’s plan calls for channeling credit primarily to home
improvement contractors that are their customers. This plan will have an anti-competitive effect

and adversely affect Home Depot’s competitors and other banks,

Risk to the Stability of the Financial System and Conflict of Interest
NAR believes that when banking and commerce mix, the inevitable results are conflicts of
interest harm to the competitive landscape, and risks to the financial system. Will an ILC that is
National Association of REALTORS®

April 25, 2007
Page -2 -
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owned by a commercial company treat its customers that are suppliers and customers of its
[commercial] parent the same as other bank customers who prefer to do business with a
competitor of the parent? The answer, of course, is that it won’t. The commercial parent will
not want the bank to treat them the same; an ILC owned by a commercial company will always
want to make available as much credit as possible to the customers and suppliers of its parent so
they do not shop or bank with competitors. Such a business strategy will pose significant risks to
the financial system that will arise because the commercially-owned ILC may not have the

freedom to exercise the discipline needed to make truly independent credit judgments.

Unlike other commercial ILC applicants whose stated purpose is very narrow, e.g. auto loans, the
Home Depot proposal has a significant and potentially more troubling twist. On May 9, 2006,
Home Depot announced its agreement to purchase EnerBank to expand its “business and

relationships” with home improvement contractors.” Home Depot’s news release states,

“[tThis acquisition gives us the opportunity to offer our services to The Home
Depot’s large contractor customer base . . . . This growth opportunity and the
resources of The Home Depot will also strengthen the high level of service we

offer to our existing contractors and program sponsors.™

‘When the contractor and the homeowner are negotiating a contract, the contractor will “tell the
client to phone EnerBank™ which will approve the loan. The EnerBank loan to the homeowner
“starts” when the homeowner is satisfied that a contractor has completed the home improvement
project and when the homeowner endorses an EnerBank check to the contractor. The notice
Home Depot filed with the FDIC states:

The Home Depot believes that EnerBank’s ability to help contractors be more

successful will strengthen The Home Depot’s affinity relationship with its

? News Release, The Home Depot to Acquire EnerBank USA,
http://ir.homedepot.com/ReleaseDetail.cfm?ReleaselD=195724.
iz
National Association of REALTORS™
April 25, 2007
Page -3 -
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contractor customers, and as a result, they will be more likely to purchase their

materials from The Home Depot.*

This Home Depot business plan creates an inherent conflict of interest because Home Depot will
have an incentive to encourage EunerBank to provide financial services to home improvement
contractors that are Home Depot customers and not to other contractors, because that will help
increase sales by Home Depot. An uneven competitive playing field is also a significant risk
because EnerBank may be pressured to provide loans on favorable terms to prospective
borrowers who use contractors with whom Home Depot has established relationships as a means
of generating additional business for Home Depot. As a wholly-owned subsidiary of Home
Depot, on which it presumably will be dependent for a substantial portion of its funding, the
EnerBank will have a built-in bias towards favoring applicants who do business with contractors
who are customers of its parent. The Home Depot plan, therefore, has the potential to expose

EnerBank to substantial risk of losses because of this inherent bias and conflict of interest.

Conflict with Transactions with Affiliates (TWA) Rule

An additional concern raised by the proposal arises in connection with the application of Section
23A of the Federal Reserve Act, 12 U.S.C. 371c¢, and Federal Reserve Regulation W, 12 CF.R.
Part 223, which limit “transactions with affiliates.” EnerBank, of course, is subject to the
restrictions of Section 23A and Regulation W.> Loans made by EnerBank to customers of home
improvement contractors that are customers of Home Depot will be transactions that will be
subject to Section 23A and Regulation W because the proceeds of the transaction are used for the
benefit of, or transferred to, Home Depot. The Home Depot’s Notice of Change in Control
suggests that restrictions on transactions with affiliates are addressed by the proposed policy that
prohibits contractors from purchasing material with an EnerBank check in Home Depot stores.®
The fact that Home Depot may benefit from, and perhaps receive the loan proceeds from,
contractors indicates that Home Depot’s business plan is based upon a miscomprehension of

banking law.

* Interagency Notice of Change in Controt filed by Home Depot on May 8, 2006, page 10.
* 12 U.5.C. 1828(j).
® Notice at page 10.

National Association of REALTORS®
April 25,2007
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NAR has recommended that the FDIC consult with the Federal Reserve, the agency with
rulemaking and interpretive authority for Section 23A”, regarding this matter. We have also
asked the Federal Reserve to review the TWA issues raised by the Home Depot proposal and to
ask the FDIC to suspend consideration of the proposed acquisition until the Federal Reserve has

completed its review.

NAR believes the business plan of Home Depot “Bank” is flawed and accordingly, we oppose its
Interagency Notice of Change in Control filed with the FDIC. As NAR has consistently stated
over the years, we believe Congress, not the regulators should decide whether it is appropriate to
permit the mixing of banking and commerce. Unless Congress acts on H.R. 698, the ILC

loophole will remain intact and ripe for future ILC approvals by the FDIC.

Commerciallv-owned “Banks” ~ ILC

Wal-Mart’s withdrawal of its application to open an ILC does not change our position that
Congress should pass H.R. 698 and close the ILC loophole. We remain committed to the
position that any commercial company’s effort to obtain a federally-insured depository
institution will establish a dangerous precedent that will inevitably lead to an erosion of the
national policy against mixing of banking and commerce and have serious consequences for the

continued stability and growth of the nation’s financial system.

Conflict of Interest

While some commercial companies have applications for ILCs for very limited purposes, such as
auto loans or credit cards, the fact remains that most applicants have not proposed a limitation to
preclude the ILC from significantly expanding the bank’s deposit taking activities at any time.
Some of the significant risks we have raised will undoubtedly come to fruition if large
commercially-owned 1LCs are able to compete with other depository institutions in accepting

deposits.

12 US.C. 371eh).

Nationat Association of REALTORS®
April 25, 2007
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For example, a commercially-owned ILC could divert the funds raised investments in securities
rather than to loans to residents and businesses in the communities in which it raised the funds.
The impact would be a diversion of funds that would have otherwise been lent locally through
community banks and thrifts. These risks would be exacerbated if the commercially-owned ILC
were to engage at some future time in mortgage lending activities. Moreover, we do not believe
that requiring the ILC to obtain the FDIC’s approval before expanding its activities or inviting
public comment if the bank seeks to expand its activities will adequately protect the public

interest. Once the door is opened, it is exceedingly difficult to close it.

As we have stated, NAR believes that banks should provide financial services on an arms-length
basis and not be swayed into making credit and other business decisions based on their affiliation
with commercial firms. This is one of the key reasons banks are not permitted to engage in
commercial activities. While there are existing restrictions on transactions between a bank and
its affiliates, as evidenced by the Home Depot proposal, we think that the 1LC's commercial
parent will inevitably use the ILC to further the corporate objectives of the company, which may
be at odds with what is in the best interests of the bank subsidiary, customers, competitors, and
our financial system. Therefore, if the parent is in the midst of a financial crisis, ethical and legal
behavior by senior management cannot always be assumed. No company is immune from
improper actions of its employees. We cannot afford to open the door to actions that threaten the

safety and soundness of the banking system.

If a large commercially-owned 1LC were to expand its business plan into retail banking, it is
reasonable to expect that it would use the financial resources of its parent to attempt to dominate
certain markets. If a mega-retail or large commercially-owned ILC becomes the main or only
provider of financial services in a market, it would place other commercial competitors at a
serious disadvantage in secking financial services. The ILC would have a strong incentive to
base its credit decisions on whether the applicant competes with the ILC’s parent. Furthermore,
the commercially-owned ILC could position itself to provide loans on favorable terms to the
suppliers of retail stores or automobile dealers, which would put commercial firms that are not

affiliated with the ILC at a competitive disadvantage.

National Association of REALTORS®
April 25, 2007
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Risk to the Stability of the Financial System

Federal Reserve Board Chajrman Ben Bernanke has reaffirmed statements made his predecessor
and other Federal Reserve Board Governors raising concerns about the industrial loan company
loophole. This loophole is the last significant exception that permits a commercial firm to
control a federally insured bank that is broadly engaged in lending and deposit taking activities.
In a written statement provided in response to a question asked by Representative Brad Sherman
at a February 15, 2006, House Financial Services Committee hearing, Chairman Bernanke
explained that Congress should decide the extent to which mixing of banking and commerce

should be permitted, if at all. He noted that—

[TThe Board has encouraged Congress to review the exemption in current law that
allows a commercial firm to acquire an FDIC-insured industrial bank (ILC)
chartered in certain states without regard to the limits Congress has established to
maintain the separation of banking and commerce. Continued exploitation of the
ILC exception threatens to remove this important policy decision from the hands

of Congress.

NAR believes Chairman Bernanke’s statement supports the purpose and objectives of H.R. 698.
We also note that closing banking loopholes is not a frequent occurrence — the last being when
the Gramm-Leach-Bliley Act slammed the door on commercial firms acquiring thrifts.
However, when commercial entities exploit banking loopholes and impose unnecessary risks to

our financial systems, we feel it is time for Congress to say, “that’s not what we intended.”

A September 2005 report of the U.S. Government Accountability Office examined the risk to the
Bank Insurance Fund presented by nonfinancial companies of insured industrial loan
companies.® The GAO concluded that although the FDIC has supervisory authority over an
insured ILC, it has less extensive authority to supervise ILC holding companies than the
consolidated supervisors of bank and thrift holding companies. Therefore, according to the

GAOQ, from a regulatory standpoint, ILCs controlled by commercial companies and supervised

¥ “ndustrial Loan Corporations: Recent Asset Growth and Commercial Interest Highlight Differences in Regulatory
Authority,” GAO-05-621 {September 2005).

National Association of REALTORS®
April 25, 2007
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by the FDIC may pose more risk of loss to the bank insurance fund than other insured depository
institutions operating in a holding company. However, restructuring the supervisory framework
for ILCs along the lines of the Federal Reserve Board’s comprehensive umbrella supervisory
authority over bank holding companies is not the solution because it will leave the door open to a
continued mixing of banking and commerce. Given the overriding policy reasons not to permit

mixing banking and commerce, the solution is to close the ILC loophole once aund for all.

As was alluded to earlier, NAR is very concerned that if the commercial parent company of an
ILC were ever to find itself under financial pressure, it would be tempting for it to abuse its ILC
in a manner that enables it to resolve its problems. As we know from the collapse of Enron,
WorldCom, and others in the last few years, circumstances sometimes spin out of the control of
management and not all of those involved act within the law. If Enron or WorldCom had owned
and abused its relationship with a federally insured depository institution, the impact on our
economy would have been far worse. It is not reasonable to assume that if a commercially-
owned ILC found itself in a crisis, it would be entirely forthcoming about what is happening in
communicating with its shareholders, the SEC (if publicly traded), the FDIC or Federal Reserve
Board, the Utah bank supervisor, or any other regulator. By the time these parties learned of the
true condition of the enterprise, it could very well be too late to save the ILC or minimize harm

to the rest of the financial system.

Other Initiatives to Permit Banks into Commerce Should Also Be Blocked

At the same time that numerous banking organizations and bank trade associations are
strenuously opposing the Home Depot’s and other commercial companies’ intention to acquire
an ILC on the basis that permitting commercial firms to own banks will result in an
impermissible mixing of banking and commerce, they are themselves seeking to expand
permissible bank activities into real estate brokerage, management, and real estate
development—activities which by their very nature are commercial. NAR believes that the

various government agencies involved should reverse any initiatives to move in this direction.

National Association of REALTORS®
April 25, 2007
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In 2001, for example, the Federal Reserve Board and the Department of the Treasury published a
proposed rule that would permit financial holding companies and financial subsidiaries of
national banks to engage in real estate management and brokerage. NAR believes that these
activities are commercial, and apparently Congress agrees, since each year it has blocked the

agencies from issuing a final rule.

I 2003, the Office of the Comptroller of the Currency (OCC) issued several rulings that, in our
view, go beyond the statutory authority banks have to own real estate to acconumodate their
businesses. We think that permitting banks to develop and own luxury hotels and develop
residential condominiums for immediate sale in order to make the remainder of a project
economically feasible stretches the law to the breaking point. As in the case of the Home
Depot’s Notice and other commercial companies’ ILC deposit insurance application, we believe
that Congress should resolve the irreconcilable clash of commercial and banking industries over

these related issues, not regulatory agencies.

Conclusion

The National Association of REALTORS® commends Chairman Frank and Representative
Bachus for holding today’s hearing on H.R. 698, the “Industrial Bank Holding Company Act of
2007.” NAR urges Congress to pass this important legislation, which will reinforce our national
policy against mixing banking and commerce and ensure the continued stability and growth of

the nation’s financial system. Thank you.

National Association of REALTORS®
April 25, 2007

Page-9-
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January 30, 2007

The Honorable Paul Gilimor

U.S. House of Representatives

1203 Longworth House Office Building
Washington, DC 20515

Dear Rep. Gillmor:

On behalf of the members of the American Bankers Association (ABA), T am writing to
express our strong support for FLR. 698, the Industrial Bank Holding Company Act of
2007. ABA urges Congress to enact this legislation quickly.

The most important aspect of this bill is the effective climination of the authority in current
law that allows a commetcial company to acquire an insured depository, that is, an
industrial loan company (ILC). ABA opposes the acquisition or charteting of banks by
now-financial commexcial firms. By prohibiting new commercial companies from obtaining
I1.Cs, H.R. 698 would eliminate this mechanism for the merging of banking and commerce.

FL.R. 698 would establish a number of other important regulatory guidelines with respect
to ILC operations. It would establish a bright-line test regarding who may own ILCs in
the future, limiting ownership to those parent companies that are truly “financial” It
would create significant federal regulatory supervision of ILC patent company operations,
broadly empowering the Federal Deposit Insurance Corporation (FDIC) to act in this
area. The bill would establish appropriate restrictions on grandfathered ILC operations,
limiting the ability to transfer ownership of these ILCs to new commercial companies,
and, in some iastances, the ability to branch or engage in new activities,

These provisions are impeortant clarifications to existing law that, consistent with previous
Congressional efforts addressing the banking and commerce question, appropriately
resolve regulatory concerns while recognizing the interests of those who aze cutrently
lawfully engaged in ILC operations.

These provisions are impottant clarifications to existing law that, consistent with previous
Congressional actions separating banking and commerce, appropriately resolve regulatory
concerns while recognizing the interests of those who are currently lawfully engaged in
ILC operations.

ABA strongly supports H.R. 698, appreciates your leadership in this area, and pledges to
work aggressively in support of the bill’s quick passage.

Sincerely,

?’la./é'.#;:.

Floyd E. Stoner
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January 29, 2007
The Honorable Paul Gillmor
U.S. House of Representatives
1203 Longworth OB
Washington, DC 20515

The Honorable Barney Frank
U.S. House of Representatives
2252 Rayburn HOB
Washington, DC 20515

Dear C()ﬂgICSS!UGI‘lJ

1 am writing to express ACB’s strong support for HR. 698, “The Industrial Bank Holding Company
Actof 20077 This legislation will establish statutory requirements for certain state chartered industrial loan
companies concerning the mixing of banking and commerce. These requirements ate a logical extension of
principles established by Congress under the Gramm-Leach-Bliley Act (GLBA) in 1999 and will bring parity
to the banking system while reducing potential tisks to our nation’s financial system.

When Congress passed GLBA it did not addgess the issue of allowing industyial loan companies
(ILCs) as a form of charter by which commercial entities could enter the banking business. Your legislation,
“The Industrial Bank Holding Company Act,” addresses this issue through a common sense system of
regulation for IL.Cs. It creates an ILC holding company structure for those ILC’s not cutrently in a financial
or thrift holding company and importantly provides the FDIC with the authority to examine the ILC holding
company for safety and soundness.

1n addition, your legislation allows those ILCs that have already been lawfully created to retain their
current structure with the important addition of holding company supervision from the FDIC, and prohibits
future ownership of ILCs by commercial firms, This is a fair method to ensure the safety and soundness of

our nation’s financial system without punishing those ILCs that were lawfully established, and is substantially
similar to procedures implemented under GLBA.

Thank you for your leadership on this bill. ACB applauds your hard work in drafting the “Industrial

Bank Holding Company Act.” We look forward to working with you to bring about its swift consideration.

Sincerely

Diane Casey-Landry
President and Chief Executive Officer

cc: The Honorable Spencer Bachus

Q00 Nineteenth Sireet, NW, Suite 400, Washington, DC 20006
Phoue: (212) 857-3100 % Tax: (202} 296-87 (6 % www.AmericasCommunityBankers.com
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tmmediate Fast Cirgirmtan

CAMDEN R, FINE
Presideat and CEQ

February 1, 2007

Honorable Barney Frank
Chairman

Committee on Financial Services
U. S. House of Representatives
Washington, D.C. 20515

Honorable Paul Gillmor

Ranking Member

Subcommittee on Financial Institutions and Consumer Credit
Committee on Financial Services

U. S. House of Representatives

Washington, D.C. 20515

Dear Chairman Frank and Ranking Member Gillmor:

The Independent Comnmunity Bankers of America (ICBA), representing 5,000
community financial institutions across the nation, strongly endorses your legislation, the
Industrial Bank Holding Company Act of 2007 (HR 698), and urges its immediate
adoption. Thank you for your leadership on this critical issue.

The separation of banking and commerce is one of the pillars of our economic system
and has helped make it the envy of the world, Keeping banks and commercial firms
separate ensures the impartial allocation of credit, avoids excessive concentration of
economic power, and protects American taxpayers against an unwarranted extension of
the federal safety net.

Your legislation would ensure that this doctrine is maintained by closing the last
remaining loophole in the law that permits commercial firms to own financial
institutions, the industrial loan company (ILC) loophole. HR 698 would prohibit
commercial firms from chartering or acquiring industrial banks after January 28, 2007,
and promote the stability of our financial system and the Deposit Insurance Fund by
bringing all ILCs and their parent companies under enhanced regulation and supervision
by the FDIC. It also would impose branching and activities restrictions on commercially-
owned industrial banks chartered between October, 2003, and May 2006.

NDEPENDENT COMMUNITY BANKERS 6f AMERICA The Nation's Voice for Community Banks™
tne Thomas Circle, NW Siite 400 Washington, DC 20005 m (800)422-8439 w FAX: (202)659-1413 = Emailinfo@icba.org m. Web site:-www.icha.org
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We believe this is a common sense and balanced approach that does no harm to existing
ILCs while protecting taxpayers against catastrophic losses that could be incurred by a
failure of a corporate conglomerate owner of an ILC.

The public policy implications of this issue are too important and far reaching to be
determined on parochial or regional grounds. The FDIC board voted unanimously to
extend the moratorinm on ILC applications filed by commercial firms for the purpose of
giving Congress a reasonable interval in which to act. We must stop the mixing of
banking and commerce before it irrevocably changes our financial landscape, as it did in
Japan which experienced a 15 year recession. That is why ICBA and our 5,000 member
banks nationwide strongly endorse HR 968 and urge its immediate adoption.

Sincerely,

Camden R, Fine
President & CEO

INDEPENDENT COMMUNITY BANKERS 0f AMERICA The Nation's Voice for Community Ranks™
Orte Thomas Circle, NW Suite 400 Washington, DC 20005 » (300)423-8439 » FAX: (202)659-1413 » Email:itfo@icha.org = Web sitexwww.icha.org
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March 20, 2007

The Honorable Paul E. Gillmor

U.S. House of Representatives

1203 Longworth House Office Building
Washington, D.C. 20515-3505

Dear Representative Gillmor:

I am writing on behalf of over 1.3 million members of the National Association of REALTORS®
to convey our support for H.R. 698, “The Industrial Bank Holding Company Act of 2007,”
which, as you know, enhances regulation of the parent companies of industrial banks and
restores the traditional separation between banking and commerce.

Despite Wal-Mart’s recent announcement to withdraw its application to charter an industrial loan
company (ILC), there are still a number of commercial companies pursuing ILC ownership,
including Home Depot. As NAR has written, testified and continued to discuss, mixing banking
and commerce puts our national economy at risk. NAR maintains that when commercial firms
are allowed to engage in banking, the bank functions under an inherent conflict of interest. This
conflict imposes unnecessary risks to the financial systems of the bank, the parent corporation,
and the national economy.

NAR believes it is time to close the ILC loophole and supports the approach taken by H.R. 698
to prohibit any additional commercial firm that generates at least 15 percent of their annual gross
revenues from non-financial activities from directly or indirectly controlling an industrial bank.
NAR also supports strong oversight and additional regulation for existing ILCs.

NAR stands ready to work with you and Chairman Frank to pass H.R. 698, “The Industrial Bank
Holding Company Act of 2007,” which will reinforce our national policy against mixing banking
and commerce and ensure the continued stability and growth of the nation’s financial system.

Sincerely,

@&PW Crrrtre

cc: The Honorable Barney Frank
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Sound Banking Coalition

March 21, 2007

Honoerable Paul Gillmor Honorable Barmey Frank

United State House of Representatives United State House of Representatives
1203 Longworth House Office Building 2252 Rayburn House Office Building
Washington, DC 20515 Washington, DC 20515

Dear Congressman Gillmor and Chairman Frank:

The undersigned members of the Sound Banking Coalition — the Independent
Community Bankers of America, the National Association of Convenience Stores, the National
Grocers Association, and the United Food and Commercial Workers International Union —~
strongly support the Industrial Bank Holding Company Act of 2007. The bill takes a common-
sense approach to addressing the huge growth of industrial loan companies (ILCs) and the real
threat posed to the safety and soundness of the financial system when these institutions are
controlled by commercial entities.

The lack of consolidated supervision of ILCs and the mixing of banking and commerce
that occurs when a commercial entity owns a bank threaten some of the basic underpinnings of
banking regulation in the United States and could have a significant impact on SBC members,
consurmers, and the financial services marketplace as a whole. All bank holding companies are
subject to consolidated holding company supervision to ensure that the holding company and its
subsidiaries do not create solvency risks for the bank and 10 ensure that the holding company can
be a source of strength for the bank. ILC holding companies are not subject to any such
oversight, depriving ILCs of the basic protections afforded other banks and leaving the federal
deposit guaranty funds susceptible to the vagaries of the commercial marketplace,

The other key concept — the mixing of banking and commerce ~ is also tremendously
important here. Banks are supposed to be neutral arbiters of credit and capital. When banks are
owned by commercial entities, however, conflicts of interest can skew loan decisions and lead to
systemic problems. This is not just a philosophicat exercise. Japan provides an explicii example
of the dangers of mixing commerce and banking.

Your proposed legislation ably addresses these issues. By limiting the amount of
commercial activity in which an ILC holding company may engage, the bill greatly reduces the
threats posed by the banking/commerce mix. and by bolstering the FDIC’s supervisory authority
over [LC holding companies, the bill strengthens consumer protections and reduces threats to the
financial system.
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Thank you for your efforts to address the problems created by the ILC loophole and for
introducing the Industrial Bank Holding Company Act. We look forward to working with vou to
enact of this important legislation.

Sincerely,
. ;
— "~ [ (%)
Viee President, Congrassiona! Relations  Legislative and Polificat Affairs Direstor  Senior Vies President Sensor Vice Presid
Idepamdent Community Usited Food and Commercist and General Counzel

Buakers of Ameaca Waorkets Imcrnational Union Natonel Grogers Assacistion of Convenianee Stores
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STATEMENT OF THOMAS J. BLILEY, JR.
on behalf of
THE SOUND BANKING COALITION

THE HOUSE FINANCIAL FINANCIAL SERVIES COMMITTEE
H.R. 698, THE INDUSTRIAL BANK HOLDING COMPANY ACT OF 2007

April 25, 2007

This statement is submitted on behalf of the Sound Banking Coalition (the Coalition) in
connection with the House Financial Services Committee’s hearing on H.R. 698, The Industrial
Bank Holding Company Act of 2007. We appreciate the opportunity to submit this statement
and thank Chairman Frank, Ranking Member Bachus and the members of the Committee for
holding a hearing on this important issue. In addition, we would like to thank Representative
Gillmor and Chairman Frank for introducing this legislation and their work over several years to
try to address this public policy problem. H.R. 698 will go a long way toward correcting the
problems caused by the industrial bank loophole, and the Coalition supports it wholeheartedly.

The Sound Banking Coalition is a group of concerned organizations that have come
together to try to close the industrial loan company (ILC) loophole to protect consumers and
businesses from the problems and the threat to FDIC insurance posed by ILCs. The members of
the Sound Banking Coalition are the Independent Community Bankers of America, the National
Association of Convenience Stores, the National Grocers Association, and the United Food and
Commercial Workers International Union. The members of the Coalition recognized the
potential problems posed by the ILC loophole years ago and organized the group in 2003, when
there were few applicants for ILC charters. The goal of the Coalition has always been closing

the ILC loophole. While H.R. 698 does not close the loophole entirely, it strikes a fair balance



218

Page 2

between our policy ideal and the desires of ILC supporters. One of the things my time in
Congress taught me is that compromise is necessary to get things done. Chairman Frank, Mr.
Gillmor and others on this Committee have done a remarkable job of balancing the competing
positions that advocates have taken on this issue and come up with a good product. Iurge all of

you to recognize the good balance that has been struck and to support their bill.

One other issue that I want to be sure to address is the recent withdrawal of Wal-Mart’s
application for an ILC. The regulation of ILCs was a fundamental public policy issue before
‘Wal-Mart applied and remains so now. The Sound Banking Coalition formed in early 2003 -
more than two years before Wal-Mart submitted its application to the FDIC. We remain
comuitted to addressing this public policy issue and Wal-Mart’s decision to withdraw its
application does not change that. The problems with the IL.C loophole run deeper than any one

applicant and must be fixed.

The ILC loophole allows the mixing of banking and commerce and prevents rigorous
supervision of ILC holding companies, threatening the banking system and the federal

deposit insurance fund.

In 1987, Congress created a loophole in the federal banking laws that said some banks —
specifically, industrial banks — were not banks at all for purposes of federal law.! This loophole
cut against a fundamental principle of U.S. banking law that has been emphasized by most states
and the U.S. Congress ~ the separation between banking and commerce. When the loophole was
created it was not particularly significant because industrial banks were very small, local
institutions. Now, however, industrial banks have aggressively expanded their powers and have
grown to the point that deposits reach into the billions of dollars and several large corporations
own and operate industrial banks. The lack of consolidated supervision of these institutions and
the mixing of banking and commerce that occurs when a commercial entity owns a bank threaten

some of the basic underpinnings of banking regulation in the United States and could have a

! Industrial banks are also known as industrial loan companies (ILCs).
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significant impact on Coalition members, consumers, and the financial services marketplace as a

whole.

The United States has historically kept banking and commerce separate. There are two
basic reasons for this approach. One is faimess. Banks are supposed to be neutral arbiters of
capital. When banks are owned by commercial entities, however, conflicts of interest can skew
loan decisions, unfairly restricting access to capital. This leads to the second reason: safety and
soundness. The temptation to favor or discriminate against borrowers (or potential borrowers)
based on commercial concerns rather than sound lending principles can lead to systemic
problems not only for those seeking capital who are wrongly denied, but also for the financial
institutions themselves. FDIC insurance would face significant exposure if the company is
granted a bank charter. To the extent the bank or the parent company experienced financial
problems, the losses to FDIC insurance could be very large. This is not just a philosophical

exercise: Japan provides an explicit example of the dangers of mixing commerce and banking.

There are a number of ways an ILC can be negatively affected by a commercial parent
company:
e financial trouble at the commercial parent or a commercial affiliate can impair the
ILCs ability to access necessary capital and credit sources in the financial sector;
* inappropriate inter-company transactions such as excess dividends, manipulation
of interest rates, and inappropriate loans, can drain the ILC’s capital/profits;
e reputational harm; and

& operational risks from information sharing within the corporate family.

These risks are particularly significant because industrial banks are not subject to the
same level of regulatory oversight as banks: they do not face the same consolidated supervision
at the holding company level, they do not be subject to consolidated capital requirements, and
would be subject to arguably weaker regulatory enforcement. This leaves insufficient safeguards

to ensure that this massive company will not endanger FDIC insurance. We question the
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rationale for this differential treatment of ILCs. As the GAO recently reported to Congress, ILCs

“pose similar risks to the bank insurance fund as other types of insured depository institutions.”

In fact, the same GAO report went further, stating that “from a regulatory standpoint, these ILCs

may pose more risk of loss to the bank insurance fund than other insured depository institutions

operating in a holding company.”

L

Consolidated Holding Company Supervision: Unlike bank holding companies,
ILC holding companies are not subject to consolidated holding company
supervision. Although the ILC itself is subject to FDIC oversight, the FDIC has
more limited regulatory powers with respect to holding companies and affiliates
than does the Federal Reserve. The Bank Holding Company Act (BHCA)
provides the Federal Reserve with the authority to examine the bank holding
company itself and any of its non-bank subsidiaries at any time, while the FDIC
has only limited examination authority, and is unable to examine affiliates of
banks unless necessary to disclose the direct relationship between the bank and
affiliate and the effect of the relationship on the bank.”

Consolidated Capital Requirements: The Federal Reserve is also entitled to
establish consolidated capital requirements to ensure that bank holding companies
are a source of financial strength for the subsidiary bank. This source of strength
doctrine has been codified in Regulation Y, which specifies that a bank holding
company parent should be ready to provide capital to its bank subsidiary when
needed. Failure to provide such assistance would enable the regulator to take
enforcement action to protect the bank. In contrast, corporate parents of ILC’s are
not subject to these capital requirements.

Enforcement: Finally, the Federal Reserve has broad enforcement authority
under the BHCA, and can issue cease and desist orders, impose civil penalties,

and order a holding company to divest non-bank subsidiaries if it determines that

2 Letter to Senator Tim Johnson from Alan Greenspan, Chairman of the Board of Governors of the Federal Reserve
System, June 25, 2003, at 4.
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ownership of the subsidiary presents a risk to the financial safety, soundness, or
stability of an affiliated bank and is inconsistent with sound banking principles or
the purposes of the BHCA.> The Federal Reserve is the only federal agency

authorized to take such actions against bank holding companies.

The safeguards provided by Federal Reserve regulation are necessary to protect the FDIC
insurance against the potential risks presented by a ILC holding companies. Without these
safeguards, it may be impossible for problems to be identified and managed in time to prevent
deficiencies and damage to the federal safety net. As more and more commercial entities apply
for — and are granted — ILC charters, this risk grows ever greater. Simply stated, this is a risk

that United States taxpayers should not be forced to take.

The Federal Reserve on numerous occasions has opined on the threat posed by ILCs to
the banking system and the insurance fund. In testimony before the Financial Services
Committee in February of this year, newly-appointed Federal Reserve Board Chairman Ben

Bernanke urged Congressional review and action with respect to the regulation of ILCs.

The Board’s current policy is clearly consistent with the views of former Board Chairman
Alan Greenspan. In a letter to Representative James Leach (R-IA) on January 6, 2006, Chairman
Greenspan described the current and growing threat to the nation’s financial system posed by

1L.Cs.

When this exemption was adopted in 1987, ILCs were mostly
small locally owned institutions that had only limited deposit-
taking and lending powers. However, much has changed since
1987 and recent events and trends highlight the potential for this
exemption to undermine important general policies established by

Congress that govern the banking system and to create an unlevel

31d at5.
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competitive playing field among banking organizations. The total
assets held by ILCs have grown by more than 3,500 percent
between 1987 and 2004, and the aggregate amount of estimated
insured deposits held by ILCs has increased by more than 500

percent since 1999,

The character, powers and ownership of ILCs bave changed
materially since Congress first enacted the ILC exemption. These
changes are undermining the prudential framework that Congress
has carefully crafted and developed for the corporate owners of
other full-service banks. Importantly, these changes also threaten
to remove Congress’ ability to determine the direction of our
nation’s financial system with regard to the mixing of banking and
commerce and the appropriate framework of prudential
supervision. These are crucial decisions that should not be made
through the expansion and exploitation of a loophole that is
available to only one type of institution chartered in a handful of

states.

There is a temptation to assume that because a company is large and well known, and has
many assets, it is safe. We have seen this assumption proven wrong time and time again. In
fact, if anything, U.S. economic history has often shown that a far different adage typically
holds sway ~ the bigger they are, the harder they fall. Enron, Worldcom, and Kmart provide
recent examples. In fact, the latest example is playing out before our eyes as we watch General
Motors lose billions of dollars each year and dramatically cut its workforce to try to stay solvent.
Fifty years ago no one would have believed that GM would be in the difficult situation it is in
today. What will this mean for the GMAC ILC? Without regulation by the Federal Reserve
that is very hard to say. Perhaps the ILC is sound and will remain so for years to come — but

perhaps not. The problem is that no one really knows because even though GM owns an ILC it
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is not subject to consolidated supervision. We are left to wait and see what the future holds.

These examples do make one thing clear — size and large revenues do not guarantee safety.

The depth and breadth of the concern about the ILC loophole generally has radiated
across the country. In the absence of federal leadership, states are taking matters into their own
hands. In part, this has been due to Wal-Mart’s application for an ILC charter, but it also reflects
an underlying unease with the steady expansion of ILCs under the loophole. Nearly a dozen
states have adopted or are considering legislation that would block or limit ILC holding
companies from using ILC charters to open bank branches within their borders. In Iowa,
Virginia and Maryland, new laws passed last year ban IL.C branches on the premises of a
commercial affiliate and Colorado passed a similar law this year. A law in Wisconsin now
prohibits ILCs from doing any business in that state. Missouri also passed legislation limiting

ILCs last year. This state activity is indicative of nationwide concerns about this issue.

The state-by-state attention to the issue is not likely to abate, particularly in light of the
law Utah enacted last year which validates contract language in which borrowers waive their
rights to participate in class actions against lenders. This law may be used to cut-off consumer
rights not only in Utah, but in other states in which Utah financial institutions do business. In
addition, Utah is one of approximately 12 states that has removed the usury ceiling for consumer

loans.

The surge of state activity on this issue — and the variety of approaches taken by the states
to address the problem — are yet another indication that Congress needs to settle this debate. Mr,
Gillmor and Chairman Frank have provided the blueprint for doing just that and we hope the

Committee acts on it promptly.

Again, thank you for the opportunity to submit this statement regarding industrial loan
company oversight and the ILC loophole. Congressional action on this issue is critical in order

to avoid serious threats to competition, the federal deposit insurance fund, and consumer
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protections. The Gillmor-Frank legislation offers an excellent opportunity to fix the ILC

loophole before the threats become major problems.

Thomas J. Bliley, Jr.
The Sound Banking Coalition



